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HEARING  ON  THE  ISSUE  OF  PREPAYMENT  OF 
SECTION  503  DEVELOPMENT  CO.  LOANS 
AND  ON  SECTION  504  LOAN  PROGRAM 


TUESDAY,  MAY  17,  1994 

U.S.  Senate, 
Committee  on  Small  Business, 

Washington,  DC. 
The  Committee  met,  pursuant  to  notice,  at  10:10  a.m.,  room  SR- 
428,  the  Russell  Senate  Office  Building,  Hon.  Dale  Bumpers,  Chair- 
man of  the  Committee,  presiding. 

OPEMNG  STATEMENT  OF  HON.  DALE  BUMPERS,  A  U.S. 
SENATOR  FROM  THE  STATE  OF  ARKANSAS 

The  Chairman.  To  Senator  Hatfield  and  all  of  the  witnesses,  I 
apologize  for  being  late.  I  am  going  to  forego  my  statement  and  try 
to  make  up  for  a  little  bit  of  the  lost  time. 

Everybody  knows  we  are  here  to  consider  a  bill  by  Senator  Hat- 
field, which  he  has  been  trying  to  get  passed  for  a  number  of  years. 
I  personally  prefer  his  bill  to  the  administration  measure  at  this 
point.  I  am  anxious  to  hear  from  the  witnesses  on  what  I  consider 
to  be  a  very  important  initiative  we  must  get  passed  this  year. 

Senator  Burns,  do  you  have  an  opening  statement? 

[The  prepared  statement  of  Senator  Bumpers  follows:] 

Prepared  Statement  of  Senator  Dale  Bumpers 

Todays  hearing  will  consider  legislative  proposals  to  ease  an  unfair  burden  which 
has  been  carried  for  several  years  by  small  business  borrowers  in  the  SBA  Develop- 
ment Company  Loan  program.  Recently,  I  introduced  S.  2061,  the  Clinton  adminis- 
tration's bill  to  modify  prepayment  penalties  for  SBA  Sec.  503  borrowers.  Senator 
Hatfield  introduced  his  bUl  on  the  same  subject,  S.  737,  last  year. 

Both  of  these  bills  aim  to  help  a  relatively  smjill  group  of  business  owners  who 
received  long-term,  "brick  and  mortar"  financing  through  the  SBA  in  the  early 
1980's.  Interest  rates  then  were  more  than  double  what  they  have  been  in  1993  and 
1994,  and  many  borrowers  have  been  pajdng  the  government  12-15  percent  interest 
and  more  for  over  a  decade.  These  people  would  like  to  refinance  their  obUgations, 
or  simply  pay  them  off,  just  as  millions  of  American  homeowners  and  business  own- 
ers have  done  in  the  last  2  years. 

Sec.  503  borrowers,  however,  are  virtually  precluded  from  doing  so  by  a  clause 
contained  in  the  original  loan  which  imposes  a  huge  prepajrment  penalty  on  any 
borrower  who  seeks  to  pay  the  loan  off  before  its  term  is  up.  The  503  prepayment 
penalty  is  far  out  of  proportion  to  prepayment  penalties  in  commercial  loans,  and 
even  out  of  proportion  to  other  government  loan  programs.  It  is  simply  unconscion- 
able, to  my  way  of  thinking,  for  this  government  to  charge  any  taxpaying  citizen 
that  kind  of  interest  in  this  day  and  time,  and  it  is  even  worse  to  say  that  the  bor- 
rower may  not  pay  the  loan  off  early  just  because  the  government  needs  the  money. 

Many  investors  would  love  to  be  in  the  position  of  the  Federal  Financing  Bank 
today — holding  long-term  notes  with  interest  rates  of  12-15%  where  the  borrower 
is  on  the  hook  for  the  entire  term.  The  market  economy,  however,  would  never  allow 

(1) 


such  a  situation.  Only  because  one  of  the  parties  is  the  U.S.  Government  are  these 
borrowers  left  with  no  recourse  but  to  turn  to  Congress. 

Two  brief  comments  are  in  order.  First,  we  all  know  that  these  borrowers  are 
adults  who  entered  into  these  obligations  freely  and,  presumably,  knowing  the 
terms  of  the  loan.  However,  few  would  have  envisioned  in  the  early  1980's  that  long- 
term  interest  rates  of  15%  would  be  reduced  by  more  than  half,  less  than  a  decade 
later.  Even  if  one  had  foreseen  such  a  possibility,  he  would  likely  have  assumed  that 
the  loan  covdd  be  refinanced. 

Second,  this  is  not  a  new  issue  for  this  Committee.  In  1988,  the  Senate  approved 
a  Metzenbaum  bill  which  was  reported  by  this  Committee  which  would  have  re- 
solved this  problem  in  a  way  that  was  fair  to  the  borrowers  and  fair  to  the  Treasury. 
Unhappily,  President  Reagan  pocket-vetoed  that  bill  after  adjournment.  The  issue 
was  made  so  complicated  by  &ie  1990  Credit  Reform  Act  that  no  effort  could  be 
made  to  resolve  the  problem  without  the  support  of  the  administration. 

I  commend  the  Clinton  administration  and  Administrator  Erskine  Bowles  for  sid- 
ing with  the  borrowers  and  submitting  a  bUl  to  Congress.  I  must  say,  however,  that 
I  have  difficulty  with  some  provisions  of  the  administration's  bill,  particulgirly  the 
provision  that  would  allow  the  504  program  to  be  financed  through  the  Federal  Fi- 
nancing Bank.  In  addition,  I  do  not  beheve  the  $30  miUion  contained  in  the  budget 
is  nearly  adequate  for  this  purpose.  Senator  Hatfield's  bill  is  more  realistic,  in  my 
view,  but  also  substantially  more  expensive. 

I  welcome  Senator  Hatfield,  SBA's  new  Associate  Deputy  Administrator  Mary 
Jean  Ryan,  and  the  other  witnesses  to  our  Committee  today.  I  appreciate  their  tak- 
ing time  to  share  their  views,  experience  and  expertise  with  the  Committee  today. 

STATEMENT  OF  HON.  CONRAD  R.  BURNS,  A  U.S.  SENATOR 
FROM  THE  STATE  OF  MONTANA 

Senator  Burns.  No,  Mr.  Chairman.  And  it  works  out  a  lot  better 
if  you  get  started  early  in  the  morning.  [Laughter.] 

I  will  just  ask  that  my  brief  statement  be  included  in  the  record. 
I  want  to  hear  from  the  witnesses,  too,  just  like  you.  And  I  appre- 
ciate your  courtesy. 

[The  prepared  statement  of  Senator  Burns  follows:] 

Prepared  Statement  of  Senator  Conrad  Burns 

Thank  you,  Mr.  Chairman.  I  have  only  a  few  remarks  today. 

I  am  aware  of  the  difficulties  that  503  borrowers  have  experienced,  and  I  am 
aware  of  Montanans  who  are  struggling  to  pay  their  503  loans.  I  am  hopeful  that 
we  can  find  an  equitable  solution,  given  that  interest  rates  are  so  low  right  now. 

The  504  program  is  a  positive  program  that  really  makes  a  difference.  The  terms 
make  it  possible  for  small  businesses  to  expand  and  create  new  jobs  at  a  fair  inter- 
est rate. 

In  fact,  last  year,  the  Montana  Community  Finance  Corporation  received  an 
award  for  the  greatest  increase  in  the  SBA  504  loan  voliune  for  a  State-wide  Cer- 
tified Development  Company. 

This  program  is  a  good  deal  for  business  and  a  good  deal  for  the  Federal  govern- 
ment. It  is  my  understanding  that  only  a  half  of  one  percent  of  the  loan  dollars  are 
lost  to  default. 

I  will  be  supportive  of  efforts  to  increase  the  level  of  loan  dollars  for  the  504  pro- 
gram. 

The  Chairman.  Senator  Bums,  I  do  not  do  floors,  windows  or 
breakfast.  [Laughter.] 

Senator  Burns.  How  about  farm  broadcasts  at  5:30  in  the  morn- 
ing? 

The  Chairman.  That  is  OK  for  you  country  boys.  You  are  used 
to  it.  I  came  from  a  town  with  1,500  people. 

Senator  Burns.  Me,  too. 

The  Chairman.  I  thought  you  told  me  you  grew  up  on  a  farm. 

Senator  Burns.  Well,  3  miles  outside  of  there. 

The  Chairman.  I  ask  unanimous  consent  that  the  statements  of 
Senators  Pressler  and  Moseley-Braun  be  included  in  the  record. 


Senator  Hatfield,  welcome  to  the  Committee  and  I  want  to  laud 
you  for  your  heroic  efforts  over  a  period  of,  roughly,  five  of  six  years 
now,  to  take  care  of  what  is,  obviously,  a  continuing  miscarriage  of 
justice.  We  are  anxious  to  hear  your  testimony. 

Prepared  Statement  of  Senator  Larry  Pressler 

I  would  like  to  thank  Chairman  Bumpers  for  holding  this  hearing  on  the  Small 
Business  Administration's  (SBA)  503  and  504  assistance  programs.  I  look  forward 
to  working  with  the  Chairman  during  this  session  on  reauthorization  of  SBA's  pro- 
grams and  other  important  issues  affecting  the  small  business  community. 

I  also  would  like  to  welcome  my  friend,  the  distinguished  Ranking  Member  of  the 
Appropriations  Committee,  Senator  Mark  Hatfield.  Senator  Hatfield  has  been  a  tire- 
less supporter  of  small  business  and,  in  particular,  those  small  businesses  that  par- 
ticipate in  SBA's  503  program.  Senator  Hatfield  has  introduced  a  bill,  S.  737,  that 
would  reduce  the  prepayment  penalties  on  503  loans,  and  also  has  cosponsored  the 
administration's  503  prepayment  bill,  S.  2061,  recently  introduced  by  Chairman 
Bumpers  at  the  request  of  the  administration.  The  rationale  for  the  bills  is  that 
most  small  businesses  choose  not  to  prepay  their  503  loans  because  of  excessive  pre- 
payment penalties.  1  also  would  Uke  to  welcome  Ken  Lueckenotte,  President  of  the 
National  Association  of  Development  Companies,  Doris  Johnson  and  Dr.  Roger 
Troutman,  two  small  entrepreneurs  caught  in  the  503  problem  and  Mary  Jean  Ryan 
of  the  SBA.  I  thank  each  of  you  for  being  here  this  morning.  I  have  some  brief  com- 
ments regarding  the  503  and  504  programs  and  look  forward  to  the  witnesses'  testi- 
mony. 

As  we  all  agree,  small  business  is  the  engine  that  drives  our  nation's  economy. 
As  a  consequence,  I  am  very  concerned  with  small  businesses'  access  to  capital.  I, 
therefore,  commend  Senator  Hatfield  for  his  attempt  to  improve  the  503  program. 
However,  the  cost  of  this  bailout  also  is  of  great  concern  to  me.  It  is  my  understand- 
ing that  such  a  baiilout  could  cost  the  taxpayers  more  than  $100  million. 

Another  concern  I  have  is  contained  in  the  administration's  proposal  to  address 
the  503  prepayment  penalty  problem.  Specifically,  I  am  talking  about  a  provision 
that  would  eliminate  the  current  statutory  prohibition  against  the  Treasury  and  the 
Federal  Financing  Bank  (FFB)  providing  financing  through  the  purchase  of  504  de- 
bentures. 

In  the  first  place,  I  do  not  understand  how  this  is  a  necessary  part  of  providing 
a  solution  to  the  503  problem.  In  addition,  I  am  concerned  that  the  activities  of  the 
FFB  were,  in  large  measure,  the  cause  of  the  problem  we  are  considering  here 
today.  I  am  further  concerned  as  to  what  would  happen  were  FFB  again  given  pri- 
mary responsibility  for  financing  a  small  business  assistance  program — this  time 
the  504  program. 

Finally,  private  sector  investors  have  done  well  in  responding  to  504  financing 
needs.  Indeed,  these  sources  of  private  capital  undoubtedly  have  helped  the  program 
remain  efficient  by  providing  an  expanding  market  as  the  program  has  proved  itself. 
This,  in  turn,  has  kept  the  cost  down  for  individual  small  business  borrowers.  I  am 
extremely  concerned  about  what  removing  this  private,  market-driven  quality  con- 
trol mechanism  might  mean  for  the  program. 

The  second  issue  to  be  discussed  today  is  SBA's  504  program.  The  504  program 
is  one  of  SBA's  more  successful  initiatives.  It  provides  for  long-term  fixed  rate  fi- 
nancing for  small  businesses  needing  to  acquire  industrial  or  commercial  buildings 
and  to  buy  equipment  and  machinery.  The  program  has  a  very  low  subsidy  rate  and 
enjoys  significant  private  sector  support.  In  fact,  it  has  been  so  successful  that  it 
likely  will  run  out  of  money  by  July  of  this  year.  As  a  consequence.  Congress  may 
need  to  restructure  SBA's  assistance  programs  in  order  to  provide  additional  funds 
for  the  504  program. 

This  raises  a  serious  point.  Just  last  summer  Congress  acted  to  restructure  SBA's 
7(a)  program  and  provide  supplemental  appropriations  to  keep  the  7(a)  program 
open  for  business.  I  applaud  the  success  of  these  programs.  However,  Congress 
should  not  make  these  types  of  efforts  routine.  The  American  taxpayer  cannot  afford 
it  no  matter  how  worthy  a  program.  I  certainly  am  not  saying  I  oppose  the  expan- 
sion of  these  programs.  However,  I  am  trying  to  make  the  point  to  those  administer- 
ing them  that  the  day  will  come  when  Congress  will  be  unable  to  help  even  rel- 
atively small  programs  such  as  these  continue  to  grow  at  exponential  rates. 

Again,  I  welcome  the  witnesses  and  look  forward  to  their  testimony. 
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Statement  of  Senator  Carol  Moseley-Braun 

Good  Morning.  Thank  you  Mr.  Chairman  for  convening  this  morning's  hearing  on 
an  issue  of  extreme  importance  to  small  businesses,  and  to  me;  the  SBA's  503  & 
504  loan  programs.  The  503  loan  program  was  estabUshed  in  1981  to  encourage 
small  businesses  to  expand  their  business  and  create  more  jobs.  At  a  time  when  in- 
terest rates  were  around  20  percent,  it  was  a  good  idea  to  offer  small  businesses 
the  opportunity  to  assume  a  loan  at  interest  rates  between  11-15  percent  over  20 
to  25  years  for  growth. 

However,  it  was  not  a  good  idea  to  invoke  a  fine-print  clause  that  would  cause 
a  small  business  to  incur  a  tremendous  penalty  for  refinancing  or  prepayment.  Of 
the  some  3,000  small  businesses  that  are  locked  into  long  term  high  interest  pay- 
ments, only  about  14  percent  have  paid  off  their  loans.  The  remainder  are  simply 
stuck.  What  does  this  administration  wish  to  do  about  it?  During  the  Reagan  ad.- 
ministration,  attempts  by  Congress  to  soften  the  penalty  were  unsuccessful.  I  hope 
this  administration  will  opt  for  a  much  better  solution. 

A  number  of  colleagues  and  I  have  supported  the  lifting  of  the  prepayment  pen- 
alties. As  advocates  for  small  business,  the  SBA  is  supposed  to  facilitate  growth  and 
expansion,  not  restrain  and  hinder  it.  The  bottom  line  is  that  the  holders  of  these 
503  loans  are  in  a  fix  that  they  can  not  fix. 

Mr.  Chairman,  I  conclude  my  remarks  at  this  time,  and  I  look  forward  to  the  tes- 
timony given  by  the  three  panels  today. 

STATEMENT  OF  HON.  MARK  O.  HATFIELD,  A  U.S.  SENATOR 
FROM  THE  STATE  OF  OREGON 

Senator  Hatfield.  Thank  you  very  much,  Mr.  Chairman.  It  is  a 
pleasure  to  be  here. 

Mr.  Chairman,  I  would  like  to  say  that  if  there  is  heroic  effort, 
it  has  been  exhibited  and  dem.onstrated  by  Doris  Johnson.  She  is 
one  of  these  examples  that  come  along  too  rarely. 

She,  as  a  citizen  of  this  country,  felt  injustice  was  being  con- 
ducted. And  she  exercised  her  citizenship  rights  to  petition  her  gov- 
ernment. And  it  has  been  due  to  her  inspiration  and  tutelage  that 
I  became  involved. 

So  I  would  like  to  pay  a  tribute  to  Ms.  Johnson  this  morning  for 
this  outstanding  tenacity  that  she  has  demonstrated. 

First  of  all,  Mr.  Chairman,  I  am  going  to  just  highlight  some  tes- 
timony and  ask  that  the  full  statement  be  placed  in  the  record;  and 
indicate  that  we  have,  as  co-sponsors  on  this  particular  bill,  this 
year,  Senators  Exon,  Gorton,  Grassley,  Mack,  Murkowski  and 
Packwood. 

Just  to  summarize  the  history:  In  1981,  we  passed  this  particular 
action,  or  made  this  possible  for  small  businesses  to  acquire  loans 
through  the  SBA.  We  refer  to  it  as  Section  503,  which  provided  the 
small  business  people  an  opportunity  for  some  cash  and  some  cap- 
ital for  investment. 

I  need  not  tell  you  that  the  small  business  enterprise  of  this 
country  has  been  the  real  source  of  innovation,  creativity,  all  kinds 
of  patents  that  have  been  created  out  of  their  genius,  out  of  their 
commitment.  Small  enterprise,  to  me,  is  the  soul  of  the  capitalistic 
system. 

Some  of  my  friends  get  very  exercised  about  the  concentration  of 
political  power  in  Washington,  DC.  And  I,  too,  am  concerned  about 
the  concentration  of  political  power.  But,  Mr.  Chairman,  I  think  we 
need  to  also  be  concerned  about  the  concentration  of  economic 
power. 

And  I  have  a  good  example  that  is  evolving  in  my  State — and  I 
am  sure  that  it  could  be  duplicated,  by  example,  elsewhere — where, 
as  we  are  trending  today,  what  has  been  the  backbone  of  the  tim- 


ber  industry  of  my  State  has  been  small-,  medium-sized  operations, 
totally  dependent  upon  the  sourcing  of  public  timber. 

As  they  begin  to  fade  out  of  the  picture,  I  would  predict  today, 
that  if  this  trend  continues — this  administration  has  not  presented 
a  plan  for  recovery  of  the  owl  in  option  nine,  it  is  a  non-solution. 
If  this  continues,  we  will  end  up,  in  my  State,  in  the  Pacific  North- 
west with,  perhaps,  five  timber  companies  producing  what  timber 
is  produced,  because  they  own  the  private  land. 

Small  business  everywhere  is  being  threatened  by  paperwork 
and  regulation  burdens  and  many  other  attacks  that  befall  small 
enterprise. 

I  am  concerned  about  the  concentration  of  that  economic  power 
that  I  see  evolving.  In  my  State,  we  have  a  measure,  like  in  your 
State,  where  fewer  than  20  employees  constitutes  a  small  business. 

Mr.  Chairman,  we  have  a  total  of  69,000  businesses  in  Oregon. 
And  61,000  qualify  as  small  business  with  that  criteria.  Now,  that 
may  be  a  little  higher  than  the  national  average,  but  it  is  not  that 
much  higher.  So  it  is  really  the  backbone,  in  my  opinion,  of  what 
America  is  becoming. 

In  1986,  we  adopted  a  new  plan  of  Section  504,  totally  different 
than  503,  in  part  as  a  result  of  the  complaints  and  the  unfairness 
and  inequity  that  the  503  program  represents. 

I  suppose  you  could  say  that  this  is  the  loan  shark's  dream 
world,  in  503  as  presently  exercised  and  administered.  Boilerplate 
language  that  nothing  less  than  a  Philadelphia  lawyer  could  really 
understand,  provided  for  a  penalty  for  prepayment. 

The  best  way  to  tell  you  this  is  to  give  you  two  examples  in  my 
State.  And  I  would  like  to  have  these  letters  included  in  the  record, 
too,  if  I  might. 

[The  information  referred  to  follows:! 
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ipril  20,  1994 
R£:  3BA  503  Program 


Senator  Hatfield 


Please  make  this  statement  part  of  the  permanent  hearing  recorfl. 
I  submit  this  In  favor  of  the  request  foe  930  million  £oj:  SEC. 
503  loan  prepayments. 

In  November  1983,  using  the  SBA  Loan  program,  I  borroved 
$435,000.00  from  my  bank  and  in  10  years  fully  repaid  principal 
and  interest  totaling  9660,000.00. 

At  that  aiune.  time  and  using  the  same  503  program  wa  borrowed 
9365,000.00  from  the  3BA.   In  10  years  we  have  palJ  in 
847fi,1fi0.00  and  atill  have  a  principal  balance  o£  9273,174.17 
and  will  pay  another  9476,160.00  over  the  next  10  years  for  a 
grand  total  of  9952,320.00.   Interest  rate  la  nearly  13%. 

I  am  paying  a  penalty  in  excess,  of  3300,000.00  to  have  my 
government  "help"  me.   8o  why  not  pay  It  off? 

The  penalty  In  addition  to  the  principal  Is  another  992,950.68. 
The  printing  buBln«Ba  just  isn't  that  good.   Banka  won't  lend  tc 
pay  off  penalties.  Even  by  paying  off,  we'd  be  into  that 
5365,000.00  loan  over  $842,284.00  for  Just  10  years. 

Ve  cannot  hire  new  people,  purchase  much  needed  new  equipment, 
expand  our  facllltiea  or  do  anything  to  halp  ourselves. or  the 
economy  because  of  this  yoke. 

Can  you  help?   I'd  be  glad  to  answer  any  questions. 


Sincerely, 

Hoore  Llthograph,^--^nc, 


VJM/ms 


Watermill  Foods,  Inc. 

ittji uMaoi  fkiiKJi nnut 


May  10,  1994 


Senator  Mauk  Hatfield 
711  HdTi  Office  Building 
Waihinyiuii  DC   90510 

Dear  Senator  Hatfield: 

John  Hendricks,  founder  and  prcbidcnl  uf  uui  company,  died  quite  suddenly  on  Veteran's 
Day  November  11.  1993  of  a  massive  heart  atiack.  Jolin  was  a  singular  guarantor  on  an  SB  A 
503  loan. 

We  are  concerned  about  stumbling  blocks  tliat  can  come  up  in  resolution  of  the  estate  for 
the  benefit  of  the  widow  and  the  children.  We  find  in  summary  Doin  the  SBA  tliat  prepayment 
of  that  loan  .-jnd  relea::e  of  the  guarantee  would  necessiute  SI 27.000  in  penally  for  prepayiucni  of 
the  loan.     This  loan  wa»  iniiiated  ten  years  ago  and  the  payoff  balance  i»  approxinulely 

$2so.noo. 

On  an  original  balance  of  $313,000  plus  fees,  we  have  expended  $412,000  of  wliich 
Si^.S.nno  ha.<  gone  lo  principal  and  S377.000  to  imeresi.  Under  the  303  program  tlic  Federal 
i-mrmcing  Bank  wan.s  the  borrower  lo  prepay  only  if  they  can  pay  an  amount  Qiai  caji  be 
invested  to  produce  iKcmi -annual  payment  stream  identical  10  thai  of  the  original  debenture. 
Th.il  amnunU  in  .1,12"/,000  undt-r  our  12.488%  interest  rale. 

We  urge  you  to  suppon  Senate  Bill  52061  which  addresses  these  prcpayuieni  problems 
and  would  certainly  allow  the  company  to  refinance  that  obligation,  do  away  witli  some  veiy 
hinh  intere.';t.  and  look  after  the  interests  of  the  widow  and  her  children. 


Please  support  Senate  Bill  S2061. 


Yours  very  truly, 
Watermill  Foods,  In': 


JCRrtlj 
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Senator  Hatfield.  Mr.  Chairman  and  Senator  Bums,  the  first 
letter  is  fi*om  William  Moore,  who  is  the  president  of  a  lithograph 
printing  company  in  Portland.  This  company  took  out  a  $365,000 
loan  in  1983  under  503  at  nearly  13  percent  interest.  He  has  paid 
$476,000  and  still  has  a  principal  balance  of  $273,000. 

Now,  even  if  he  had  the  money  to  pay  off  the  loan  today,  there 
would  be  a  $93,000  penalty  involved. 

The  Chairman.  How  much.  Senator  Hatfield? 

Senator  Hatfield.  $93,000.  He  would  have  paid  over  $842,000 
for  a  $365,000  loan  just  10  years  ago.  Now,  if  he  is  stuck,  which 
he  is,  unless  we  do  some  corrective  legislating  here,  he  has  that 
loan  for  another  10  years.  He  will  have  paid  $952,000  for  a 
$365,000  loan. 

Now,  this  inhibits  him  from  hiring  new,  additional  employees;  it 
keeps  him  from  doing  some  overhauling,  updating,  and  all  of  the 
other  types  of  things  a  small  enterprise,  like  all  enterprises,  has  to 
do  with  their  machinery  or  whatever  their  enterprise  deals  with. 

Let  me  tell  you  about  the  second  example,  because  it  shows  that 
death  is  no  escape  from  the  reach  of  503.  There  is  a  food  processing 
company  up  in  Milton-Freewater,  OR.  I  know  that  Senator  Bums 
knows  where  Milton-Freewater  is.  It  is  a  very  small  community. 
But  it  is  in  an  agricultural  area. 

Now,  the  principal  guarantor  of  this  503  program  died  last  No- 
vember. His  company  had  already  paid  $377,000  in  interest  alone 
on  a  $315,000  loan.  The  children  and  his  widow  are  being  held  up 
by  the  demand  for  payment  of  a  $127,000  penalty  for  the  right  to 
pay  off"  the  $287,000  remaining  on  the  loan. 

So  there  you  have  another  example,  that  even  an  estate  contin- 
ues to  be  liable  under  this  kind  of  what  I  call  extortion  and  ridicu- 
lous kind  of  loan  sharking. 

The  Chairman.  Senator  Hatfield,  I  am  reluctant  to  interrupt  you, 
but  would  your  bill  be  retroactive  to  take  care  of  that  particular 
case? 

Senator  Hatfield.  Mr.  Chairman,  there  are  two  things  I  want 
to  say  in  response  to  your  question.  My  bill  would  be  retroactive, 
yes.  Also,  the  administration  has  now  introduced  a  bill  to  deal  with 
this. 

The  administration  says,  in  effect,  that  a  503  person,  that  is  one 
of  the  type  that  I  have  described,  can  refinance  under  the  504, 
which  is  the  successor  of  the  503  in  the  Small  Business  Adminis- 
tration. The  capital  there  is  a  private  capital  as  against  govern- 
ment. 504  has  a  lot  of  good  things  about  it. 

I  believe  that,  together,  we  could  work  out  some  of  the  reserva- 
tions I  have. 

By  the  way,  in  1986,  1987  Senator  Metzenbaum  got  this  idea 
passed  in  the  Congress,  both  in  the  House  and  the  Senate.  He  had 
it  up  there  then. 

But  there  was  a  pocket  veto,  because  Treasury  said,  in  effect, 

We  are  projecting  an  income  based  upon  those  loans  being  in  the  total  length  of 
time.  Therefore,  anybody  that  wants  to  prepay,  will  have  to  subsidize  our  expecta- 
tion for  the  remaining  period  of  that  loan  if  they  are  going  to  do  a  prepayment. 

I  think  that,  whatever  direction  we  go,  it  is  going  to  be  difficult. 
Now,  let  me  just  be  very  frank,  because  we  all  here  also  serve 
on  the  Appropriations  Committee. 


The  administration  has  suggested  a  $30  million  figure  for  fiscal 
year  1995  under  the  buy-out  and  the  refinancing  of  504.  It  is  esti- 
mated that  if  every  person  with  503  loans  should  try  to  refinance 
their  loans,  it  would  be  about  $90  million. 

But  the  administration  realizes  that  it  has  a  tough  road  with  this 
budget  year.  So  they  are  proposing  $30  million.  We  do  not  know 
that  everybody  would  do  it  immediately,  anyway. 

Now,  let  me  give  you  the  problem  we  have.  If  you  look  at  the 
602(b)  allocations  that  have  been  identified  now  by  the  House 
Chairman  of  the  Appropriations  Committee,  Chairman  Obey,  he 
recognizes  two  very  important  figures. 

One  is  that  the  CBO  has  indicated  that  President  Clinton's  budg- 
et that  he  has  proposed  to  the  Congress  is  $3.5  billion  over  the  cap, 
which  means  the  appropriators  in  both  the  House  and  Senate  are 
going  to  have  to  bring  that  kind  of  reduction  in  the  current  admin- 
istration's budget. 

This  works  out,  on  the  House  side,  to  about  a  $1.2  billion  reduc- 
tion in  the  602  to  the  State,  Justice  and  Commerce,  which  this  bill 
comes  under.  They  started  thinking  Treasury,  Post  Office,  but 
State,  Justice  and  Commerce  was  selected.  So  they  are  having  to 
reduce  their  602  by  that  figure.  Now,  that  means  the  crunch  is 
going  to  be  great. 

Senator  Byrd,  at  the  end  of  this  or  maybe  next  week,  will  have 
a  602  probably  cleared  by  the  Chairmen  of  the  Subcommittees  and 
ranking  members.  But  we  are  going  to  face  the  same  problem.  I  do 
not  want  to  misrepresent  the  possibility. 

Even  if  we  adopted  a  proposal  for  changing  this  ludicrous  kind 
of  loan  sharking  that  is  now  practiced  in  503,  we  are  not  going  to 
be  able  to  accommodate  that  easily,  all  those  who  might  wish  to 
shift  their  payments  to  a  504.  But  at  least,  let  us  change  the  law 
to  authorize  that  and  take  what  we  can  get  in  the  602(b)  process. 

I  do  not  want  to  hold  up  this  need  for  correction  only  on  the  fact 
that  we  might  find  difficulty  even  in  reaching  the  $30  million. 

The  Administration  is  saying,  "Let  us  take  the  $30  million  and 
prioritize  those  highest  rates  that  are  out  there  now,  and  work  it 
down  from  that  level." 

That  is  at  least  a  beginning,  it  offers  hope  for  others  in  that  cat- 
egory. I  would  hope  that  we  could  take  care  of  all  of  those  that 
were  ready  to  move  on  a  prepayment  at  this  time.  But  that  prob- 
ably would  not  be  possible  under  any  circumstances. 

So  that  is,  in  a  very  brief  fashion,  what  our  effort  is.  It  is  to  try 
to  correct  that  injustice. 

[The  prepared  statement  of  Senator  Hatfield  follows:] 

Prepared  Statement  of  Senator  Mark  O.  Hatfield 

Mr.  Chairman,  I  am  pleased  to  be  here  today  to  discuss  legislation  which  I  have 
introduced  in  the  last  two  Congresses  to  correct  a  problem  with  the  Small  Business 
Administration's  (SBA)  section  503  loan  program.  But  first,  I  would  like  to  commend 
you,  Mr.  Chairman,  for  taking  a  personal  interest  in  this  problem,  and  working  diU- 
gently  with  me  and  representatives  of  the  Administration  in  trying  to  come  up  with 
a  workable  solution. 

Small  business  is  a  critical  part  of  our  economy,  especially  in  a  diverse  State  like 
Oregon  where  businesses  of  less  than  20  employees  make  up  61,000  of  the  69,000 
businesses  in  the  state.  SBA  loan  programs  can  be  tremendous  resources  for  these 
firms. 
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The  only  difficulty  with  the  503  program  was  the  enormous  prepayment  penalty 
attached  to  these  loans  in  the  early  1980's.  The  penalty  provision,  hidden  in  ambigu- 
ous boiler-plate  amongst  the  loan  documents,  was  not  envisioned  by  Congress  when 
it  designed  this  program.  These  penalties  make  it  impossible  for  many  companies 
to  escape  the  high  interest  inherent  in  loans  taken  out  at  that  time.  There  are  thou- 
sands of  these  companies.  But,  I  would  like  to  take  a  minute  to  talk  about  a  couple 
of  letters  I  received  recently  from  Oregon,  and  I  would  ask  that  they  be  incluaed 
in  the  record. 

The  first  letter  is  from  William  Moore,  President  of  a  lithograph/printing  company 
in  Portland  whose  company  took  out  an  SBA  503  loan  of  $365,000  in  1983  at  nearly 
13  percent  interest.  Over  10  years  he  has  paid  $476,000  and  still  has  a  principal 
balance  of  $273,000.  Even  if  he  had  the  money  to  pay  off  the  loan  and  the  $93,000 
penalty  amount,  he  would  have  paid  over  $842,000  for  a  $365,000  loan  over  just  10 
years.  As  it  is,  he  will  be  stuck  in  the  loan  for  another  10  years  and  pay  a  total 
of  over  $952,000.  Mr.  Moore  writes,  "We  cannot  hire  new  people,  purchase  much- 
needed  new  equipment,  expand  our  facilities,  or  do  anything  to  help  ourselves  or 
the  economy  because  of  this  yoke." 

Even  death  is  no  escape,  as  another  letter  from  a  food  company  in  Milton- 
Freewater  in  Eastern  Oregon  shows.  The  President  of  this  company,  the  singular 
guarantor  on  an  SBA  503  loan,  died  last  November.  Now,  even  though  the  company 
has  already  paid  $377,000  in  interest  alone  on  a  $315,000  loan,  the  resolution  of 
the  estate  for  his  widow  and  children  is  being  held  up  by  the  demand  for  payment 
of  a  $127,000  penalty  for  the  right  to  pay  off  the  $280,000  loan  balance.  These  ex- 
amples of  experience  with  prepayment  penalties  are  atrocious,  but  they  are  not 
unique. 

The  legislation  that  I  introduced,  with  Senator  Gorton  and  several  others  who 
have  since  joined  as  cosponsors,  simply  would  allow  borrowers  to  prepay  the  loans 
by  paying  the  principal  and  interest  due,  plus  a  penadty  based  upon  a  formula  simi- 
lar to  that  used  in  the  section  504  program.  It  was  our  beUef  tiiat  any  businesses 
that  wish  to  pay  off  these  high  interest  loans  should  have  that  chance.  Because 
these  businesses  are  already  operating  and  ready  to  grow,  we  should  take  advantage 
of  this  opportunity  to  allow  them  the  freedom  to  do  so. 

As  you  know,  Mr.  Chairman,  I  joined  you  in  introducing  by  request  the  adminis- 
tration's proposal  to  fix  this  problem.  I  was  glad  to  see  that  this  bill,  S.  2061,  tekes 
an  approach  which  is  similar  to  that  taken  in  my  legislation.  I  believe  that  a  new 
provision  added  in  S.  2061  allowing  the  504  program  to  be  used  for  refinancing  de- 
serves consideration.  While,  I  have  concerns  about  the  section  which  eliminates  the 
{)rohibition  of  the  Federal  Financing  Bank  from  purchasing  section  504  loans,  I  am 
ooking  forward  to  seeing  testimony  on  this  question  from  the  experts  here  today. 
Also,  because  it  is  specified  only  in  the  bill  description  (not  in  the  bill  language), 
I  would  like  to  continue  to  work  with  you  and  the  administration  on  how  the  SBA 
woidd  determine  which  businesses  wiU  qualify  for  relief  if  funds  do  not  allow  for 
each  possible  business  to  prepay  its  loan. 

Finally,  as  the  Ranking  Member  of  the  Appropriations  Committee,  it  would  be 
negligent  if  I  did  not  take  a  moment  to  describe  what  we  will  face  in  trying  to  fund 
these  proposals.  While  it  is  helpful  that  the  President  requested  $30  miUion  in  this 
year's  budget  for  503  prepayment  rehef,  the  new  Hous^  602(b)  allocation  for  the 
Commerce,  State,  Justice  Subcommittee  is  $1.28  billion  below  the  President's  re- 
quest. The  outlook  on  the  Senate  side  is  not  likely  to  be  much  brighter.  We  have 
a  lot  of  work  ahead  of  us.  I  look  forward  to  continuing  this  bipartisan  effort  to  try 
to  get  this  problem  fixed  once  and  for  all. 

The  Chairman.  Senator  Hatfield,  let  me  ask  you  this  question: 
It  is  anticipated,  is  it  not,  that  we  will  refinance  these  503  loans 
with  504  loans,  is  that  correct? 

Senator  Hatfield.  That  is  what  the  administration's  proposal  is. 

The  Chairman.  Now,  there  is  still  a  prepayment  clause  in  the 
504  loan. 

Senator  HATFIELD.  There  is  still  a  prepayment  clause.  That  is 
right.  We  are  not  eliminating  the  prepayment,  but  it  is  more  rea- 
sonable. 

The  Chairman.  Yes.  It  is  essentially  what  commercial  banks 
would  require. 

Senator  HATFIELD.  Exactly,  when  you  refinance  your  home  mort- 
gage. 
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The  Chairman.  Yes.  Is  there  any  reason  to  beUeve  that  all  of 
these  people  would  refinance  if  the  504  program  were  available  to 
them? 

Senator  Hatfield.  No.  I  do  not  think  we  have  the  evidence  that 
they  all  would  do  it  at  one  time.  Some  of  them  would  not  even 
have,  perhaps,  the  capital  ready  to  make  the  more  reduced  prepay- 
ment penalty. 

Consequently,  again,  it  is  not  going  to  hit  us  financially.  It  is  not 
going  to  hit  Treasury  all  of  a  sudden  in  its  full  impact.  It  will  be 
over  a  period  of  time. 

The  Chairman.  Let  us  assume  that  I  have  a  $500,000,  20-year 
loan  on  the  503  program.  Let  us  assume  that  I  have  been  pa5dng 
on  that  loan  for  10  years.  And  the  present  balance  of  it  is,  say, 
$350,000,  which  would  probably  be  about  right. 

Senator  Hatfield.  Maybe  closer  to  $400,000.  $350,000  to 
$400,000. 

The  Chairman.  I  am  not  talking  about  prepaynient  currently. 

Senator  Hatfield.  But  your  principal  would  still  be  that  high. 

The  Chairman.  Yes. 

Senator  Hatfield.  You  would  be  paying  most  of  that  in  your  in- 
terest. 

The  Chairman.  Yes.  But  whatever  it  is,  $350,000,  $400,000,  if  I 
were  to  refinance  that  with  a  504,  and  stretch  the  time  again  to 
20  years — assuming  the  SBA  was  willing  to  do  that — and  I  could 
cut  my  payments,  we  will  say,  from  $4,000  a  month  or  $3,000,  or 
whatever  it  was,  by  stretching  it  out,  the  principal  being  a  little 
less,  and  I  could  cut  my  payments  by  $1,000  or  $2,000  a  month, 
why  would  I  not  want  to  do  that? 

Senator  Hatfield.  Well,  because  you  might  not  have  the  situa- 
tion where  you  would  afford  the  immediate  prepayment  penalty, 
that  you  would  be  making  in  order  to  refinance.  I  do  not  know  that 
that  would  be  an  insurmountable  problem. 

All  I  am  saying  is  that  in  order  to  minimize  the  Treasury's  con- 
cern, I  do  not  have  any  information  that  all  those  persons  under 
503  would  come  in  for  refinancing  immediately. 

I  think  they  would  want  to  do  it,  but  it  would  probably  take  a 
period  of  time  over  which  they  would  do  it. 

The  Chairman.  Well,  for  example,  what  do  you  think  about  the 
proposal  whereby  only  those  people  who  have  a  12  percent  rate  or 
higher  would  be  initially  eligible? 

Senator  Hatfield.  Well,  that  is  what  the  administration  is  sug- 
gesting  

The  Chairman.  I  know  it  is. 

Senator  HATFIELD  [continuing].  Is  to  prioritize  those  highest 
rates. 

The  Chairman.  I  assume  you  know  what  it  is  like. 

Senator  Hatfield.  I  have  no  problem  with  that,  based  upon  the 
amount  of  money  you  and  I  and  the  appropriators  would  be  able 
to  provide  for  this  changed  program. 

The  Chairman.  Do  you  have  any  idea  of  what  $30  million  would 
do,  where  the  interest  cut-off  rate  would  be  on  that,  on  that 
scheme? 

Senator  Hatfield.  No,  I  do  not  have,  to  answer  your  question. 
But  I  do  have  a  guesstimate.  And  that  is,  with  the  number  of  those 
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that  were  taken  out  early  on — remember,  this  program  started  in 
1981.  And  it  was  changed  in  1986. 

The  Chairman.  Is  that  when  we  dropped  the 

Senator  Hatfield.  We  replaced  it  with  the  504  in  1986.  Now, 
when  you  take  that  span  of  time,  that  interest  rate  was  pretty  well 
up  there  at  the  13  percent  level.  So  I  think  you  would  have  most 
of  them  at  the  12  to  13  percent  level  because  of  that  time  frame. 

The  Chairman.  If  I  were  sitting  there  and  felt  abused  paying 
11.5  or  11.8,  I  would  be  feeling  even  more  abused,  though,  if  I 
could  not  refinance. 

Senator  Hatfield.  Well,  I  am  not  sure  that  all  of  the  13  and  12 
percent  loans  would  be  refinanced  with  $30  million,  because,  again, 
that  is  only  a  third  of  the  total  amount  that  is  estimated,  that  if 
we  gave  prepayment  privileges  on  504,  it  would  be  about  a  $90  mil- 
lion figure. 

There  is  one  other  thing  about  the  administration  plan  that  I 
really  do  not  care  about.  And  that  is,  they  are,  in  effect,  opening 
the  door  for  the  federal  financing  package,  "loan  sharks,"  that  were 
famous  for  their  503  to  get  back  into  the  picture.  I  would  like  to 
keep  them  out  of  it.  I  think  we  have  had  enough  of  that. 

The  Chairman.  We  are  going  to  consider  these  refinancings  of 
those  who  seek  504  loans  as  new  loans,  are  we  not? 

Senator  Hatfield.  Yes. 

The  Chairman.  So  that  this  prepayment  penalty,  under  the  504 
program  would 

Senator  Hatfield.  Would  be  less. 

The  Chairman.  You  would  not  get  credit  for  the  length  of  time 
you  had  been  paying  on  the  503  on  the  504  loan,  is  that  correct? 

Senator  Hatfield.  Yes.  Well,  now,  wait  a  minute. 

The  Chairman.  Let  me  explain. 

Senator  Hatfield.  Rephrase  your  question,  would  you,  please? 

The  Chairman.  If,  under  the  504  program,  you  have  a  20-year 
loan 

Senator  Hatfield.  Yes. 

The  Chairman  [continuing].  In  the  11th  year,  you  can  pay  that 
off  with  no  prepayment.  If  you  decide  to  pay  off  a  504  loan  in  the 
first  year,  you  have  to  pay  an  additional  1  year  interest. 

If  you  pay  it  off  during  the  fifth  year,  you  would  pay  it  off  with 
50  percent  of  a  year's  interest. 

At  the  end  of  10  years,  or  beginning  the  11th  year,  you  pay  no 
penalty  on  a  20-year  loan.  So  it  graduates  from  100  percent  of  your 
1  year's  interest,  10  percent  a  year  through  the  tenth  year. 

Senator  R\tfield.  That  is  right. 

The  Chairman.  And  in  the  eleventh  year  you  pay  nothing.  Now, 
what  I  was  saying  is,  if  somebody  has  been  paying  for  10  years  on 
a  503,  and  they  refinance  v/ith  a  504,  they  would  not  get  credit  for 
that  first  10  years  on  the  503.  They  still  would  have  to  start  at 
year  one  on  the  504. 

Senator  Hatfield.  On  the  504,  it  is  like  refinancing  a  home 
mortgage. 

The  Chairman.  Now,  some  people  may  be  in  good  enough  shape 
now  to  refinance  at  a  commercial  bank  with  no  penalty.  And  those 
people  would  be  foolish  not  to  do  that. 
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I  would  not  take  a  504  loan  and  suffer  the  possibility  of  even 
having  to  pay  that  kind  of  a  penalty  if  I  did  not  have  to,  though 
that  is  not 

Senator  Hatfield.  That  is  an  option.  That  is  a  choice,  depending 
on  the  fiscal  situation  of  that  enterprise. 

The  Chairman.  Well,  you  and  I  and  Senator  Bums  all  sit  on  the 
Appropriations  Committee.  We  have  to  scrounge  up  the  money. 
And  I  am  sounding  awfully  liberal  with  the  money  here. 

I  know  what  a  terrible  time  we  are  going  to  have  under  our  allo- 
cation this  year,  meeting  some  of  these  goals.  So  we  will  just  have 
to  work  that  out  there.  We  want  to  pass  something  that  is  sensible. 

We  want  to  provide  these  people  some  relief.  But  we  are  going 
to  be  back  to  the  same  old  stand  on  the  appropriations  next  year, 
appropriating  additional  money,  because  I  think  that  $30  million 
will  be  used  up,  frankly. 

Senator  Hatfield.  I  also  would  like  to  work  with  you  on  the  ad- 
ministration's form  of  it,  because  I  think  that  we  should  put  a  pri- 
ority on  that  second  example  I  gave  you  about  estates,  and  hard- 
ship cases,  and  some  others. 

I  think  that  formula  should  not  be  locked  into  the  starting  only 
with  the  highest  interest  rates.  I  think  there  are  other  cir- 
cumstances, that  that  formula  ought  to  be  a  little  broader. 

The  Chairman.  You  know,  there  are  not  that  many  of  these  503 
loans  out  there. 

How  many  of  them  are  there,  3,500?  It  seems  to  me  that  we 
ought  to  be  able  to  get  some  better  feel  than  we  have  right  now 
as  to  just  how  many  of  those  people  are  anxious  to  refinance.  And 
that  would  help  us  immeasurably  in  the  appropriations  process. 

Senator  Hatfield.  It  would,  but  by  the  same  token,  if  we  only 
have  half  the  $30  million,  we  would  have  to  move  the  authorizing 
legislation  as  quickly  as  possible. 

The  Chairman.  I  agree.  We  will  worry  about  the  money 

Senator  Hatfield.  And  then  worry  about  the  money. 

The  Chairman.  I  could  not  agree  more.  We  are  going  to  mark 
this  bill  up  pretty  quickly. 

Senator  Hatfield.  An  authorization.  Senator,  as  you  well  know, 
is  only  a  hunting  license  for  appropriation  anyway.  [Laughter.] 

Senator  BURNS.  Can  I  ask  a  question  just 

The  Chairman.  I  am  going  to  turn  it  over  to  you. 

Senator  BURNS.  Well,  now,  I  sit  on  the  Appropriation  Committee. 
Sometimes  you  might  well  be  out  there  fiddling  around  in  the  for- 
est. 

But  what  it  would  cost  us  is  the  money  that  we  would  have  to 
forego  under  the  new  refinancing  arrangement,  is  that  correct? 

Senator  Hatfield.  That  is  prospective. 

The  Chairman.  That  is  the  way  0MB  scores  it,  as  a  loss,  because 
they  are  saying,  'This  is  money  we  would  otherwise  get  if  you  did 
not  pass  this  bill." 

So  it  is  considered  a  net  loser  by  whatever  amount  we  lose  on 
the  penalty.  We  are  actually  taking  in  money,  but  it  is  not  scored 
that  way. 

Senator  Hatfield.  That  is  right. 

The  Chairman.  Now,  there  is  one  other  thing  here,  Senator 
Bums,  if  you  will  indulge  me. 
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Senator  BURNS.  Yes. 

The  Chairman.  I  deferred  to  you. 

But,  Senator  Hatfield,  as  you  know,  in  order  to  accommodate 
these  503  borrowers,  and  allow  them  to  make  504  loans,  we  are 
going  to  have  to  rsiise  the  504  authority  by,  probably,  $300  million. 
But  the  subsidy  on  that  is  only  one  half  of  one  percent. 

Senator  Hatfield.  Well,  that  is  private  financing,  too,  under 
504.  They  are  going  into  the  private  financial  field. 

The  Chairman.  That  is  right.  That  is  the  reason,  but  504  has  a 
great  record.  And  the  half  percent  subsidy  is  virtually  nothing. 

Of  course,  that  does  not  alleviate  the  necessity  of  coming  up  with 
this  money,  as  far  as  OMB  is  concerned,  because  it  is  revenue  fore- 
gone. I  guess,  under  the  Budget  Enforcement  Act,  they  do  not  have 
any  choice  but  to  score  it  this  way. 

Senator  BURNS. 

Senator  Burns.  Thank  you,  Mr.  Chairman. 

Senator  Hatfield,  tell  me,  in  1981,  in  a  writing  of  the  rules,  after 
the  legislation  was  passed,  what  was  the  intent  at  the  time?  We 
have  seen  what  the  results  are,  but  what  was  the  intent?  Do  you 
remember? 

Senator  Hatfield.  Well,  the  intent  was  not  on  this  point  about 
this  kind  of  exorbitant  prepayment.  It  was  there  in  the  rules.  That 
is  what  we  call  the  boilerplate  language  that  was  used  in  the  rules. 

I  cannot  speak  for  others.  But  at  least  for  myself,  and  for  those 
early  borrowers  under  503,  little  was  understood  as  to  the  actual 
costs  that  it  would  be  in  a  prepayment  matter.  It  was  never  a 
major  issue.  It  was  part  of  that  wrapping  up  in  the  details  of  the 
rules  and  the  regulations. 

I  do  not  want  to  charge  conspiracy,  but  this  was  certainly  well 
hidden  by  the  financing  bank  as  it  took  charge  of  this  particular 
program. 

All  of  sudden,  people  began  to  awaken.  There  was  the  fine  print 
that  was  rather  ambiguous.  In  fact,  I  would  like  to  have  you  take 
reference  to  it  and  look  at  that.  It  was  very  well  camouflaged  as 
far  as  its  real  impact  was  concerned.  That  is  why  I  call  it  loan 
sharking. 

Senator  Burns.  That  is  the  reason  I  asked.  I  do  not  know  what 
the  intent  was  of  Congress  in  1981.  I  was  in  business  at  that  time 
and  had  an  SBA  loan  that  I  paid  off. 

Senator  Hatfield.  The  intent  of  Congress  from  my  perspective 
and  from  what  the  debate  was:  We  were  trying  to  be  helpful  to 
small  business. 

And  when  you  read  the  record,  it  has  been  an)^hing  but  helpful 
to  small  business.  They  get  their  loan,  obviously,  at  the  beginning 
of  this  whole  process.  But  then  the  penalty  they  pay  and  the  cost 
it  is  to  them,  is  no  help  to  small  business.  It  becomes  a  disaster 
to  some  of  these  small  business  people  as  a  result  of  this  kind  of 
prepayment  penalty.  That  is  contrary  to  the  legislative  intent  of 
helping  small  business.  It  was  not  to  help  them  just  up  front. 

It  was  to  help  them  to  be  able  to  expand,  and  to  create  jobs,  over 
the  period  of  the  loan,  with  no  loss  to  the  government,  with  interest 
being  paid,  and  with  a  reasonable  penalty  for  prepayment,  if  any- 
body were  to  spell  out  that  much,  in  detail,  at  the  time  we  passed 
the  bill. 
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Senator  Burns.  I  am  going  to  ask  something  else,  because  that 
brings  me  up  to  date  on  its  history.  They  say  you  have  to  under- 
stand the  history  of  it  in  order  to  make  a  judgment  of  what  we 
want  to  do  in  the  future. 

How  does  the  504  differ  from  the  503  with  regard  to  this:  What 
they  do  in  the  504  is  we  shift  from  government,  in  a  sense,  to  using 
the  private  market,  the  private  financial  market  for  these  loans 
under  504.  Secondly,  we  have  a  reasonable  prepayment  penalty  as 
against  the  exorbitant  kind  under  503.  In  the  504,  the  role  is  to- 
tally changed  for  the  Federal  Financing  Bank,  because  we  have 
moved  to  the  private  sector. 

And  frankly,  under  the  administration's  proposal  to  correct  this, 
I  think  there  is  the  opening  for  the  Federal  Financing  Bank  to 
come  back  into  the  picture.  And  I  hope  we  do  not  agree  to  that. 

The  Chairman.  It  actually  proposes  that. 

Senator  Hatfield.  Yes. 

Senator  Burns.  Well,  thank  you,  Mr.  Chairman. 

That  is  all  the  questions  I  have.  No  wonder  you  go  out  there  and 
people  are  cranky  with  us,  because  it  sounds  like  it  is  not  a  very 
benevolent  government  that  we  have.  Thank  you. 

The  Chairman.  Thank  you,  Senator  Bums. 

Senator  Hutchison. 

STATEMENT  OF  HON.  KAY  BAILEY  HUTCHISON,  A  U.S. 
SENATOR  FROM  THE  STATE  OF  TEXAS 

Senator  HUTCHISON.  Thank  you,  Mr.  Chairman. 

I  really  do  appreciate  the  efforts  you  are  making.  Senator  Hat- 
field. I  support  it  totally. 

Let  me  just  ask,  first,  why  we  are  even  moving  into  the  504  pre- 
payment penalties.  I  question,  even  the  prepajonent  penalties  in 
504.  It  seems  to  me  the  trend  is  away  from  that  concept.  Why  are 
we  pretty  much  sold  on  that? 

Senator  Hatfield.  Senator,  there  are  about  two  different  re- 
sponses I  would  have  to  give  you.  One  is  that  we  would  be  moving 
this  such  a  great  distance  from  the  point  of  reference  under  the 
past  practice  of  503,  that  I  did  not  want  to  lose  the  proposition  by 
appearing  that  we  had  swung  the  pendulum  to  the  other  extreme, 
because  there  would  be  those  who  would  say,  "Well,  we  make  pre- 
pajrment  penalties  in  the  private  sector  for  certain  t)T)es  of  loans." 

So  that  was  one.  I  thought  we  had  pushed  the  pendulum  as  far 
as  we  politically  could.  I  would  have  no  problem  with  eliminating 
prepayment  penalties. 

But  I  do  also  think  that,  under  the  current  financial  situation, 
we  are  trying  to  deal  with  the  OMB  on  their  scoring  of  revenue 
lost,  that  it  would  be  taking  it  to  a  distance  that  would  be  politi- 
cally impossible  to  achieve. 

Senator  Hutchison.  Let  me  ask  the  Chairman  his  views,  be- 
cause, first  of  all,  I  do  not  understand  OMB's  scoring  revenue  lost 
when  someone  is  paying  off  a  loan.  The  general  view  of  bankers  is, 
if  someone  pays  off  a  loan,  that  is  good. 

Tlie  Chairman.  Yes. 

Senator  Hutchison.  And  for  us  to  say  that  is  lost  revenue,  be- 
cause we  are  gouging  the  customer  is  a  little  bit  incomprehensible. 
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I  know  I  am  a  freshman,  but  nevertheless,  that  is  a  problem  for 
me.  What  would  you  think  about  lower  prepajrment  penalties, 
lower  even  than  the  extent  to  which,  Senator  Hatfield — and  I  sup- 
pose your  bill  is  similar  in  nature. 

The  Chairman.  Senator  Hutchison,  these  things  were  always 
dealt  with  in  the  current  economic  climate.  And  that  includes  inter- 
est rates. 

Now,  at  the  time  these  prepayment  penalties  were  established  on 
the  503  program,  interest  rates  were  out  of  sight.  Banks  were 
charging  prepayment  rates.  Everybody  was  doing  it,  because  it  was 
just  the  thing  to  do. 

Now  that  interest  rates  are  much,  much  lower,  of  course,  that  is 
what  makes  the  whole  thing  look  rather  egregious.  But  now  we 
have  this  504  progr£im  where  we  charge  a  prepayment  penalty, 
much  as  virtually  every  bank  in  the  country  charges. 

I  must  say,  while  prepa3nnent  penalties  have  always  been  offen- 
sive to  me — I  made  sure  when  I  refinanced  my  home  last  time,  that 
there  was  no  prepayment  penalties.  And  there  was  not.  But  as  I 
say,  I  do  not  think  SBA  ought  to  be  that  much  more  lenient,  for 
example,  than  the  commercial  market  is. 

I  have  no  real  problem  with  the  prepayment  penalties  as  it  is  set 
out.  It  is  not  resdly  all  that  onerous.  I  do  recognize  what  you  are 
talking  about. 

How  can  you  charge  something  you  have  not  yet  collected?  How 
can  that  be  considered  a  loss  if  you  have  not  collected  it?  Well,  I 
do  not  know.  I  do  not  know  how  banks  handle  it  from  an  account- 
ing standpoint. 

Senator  Hutchison.  Well,  I  believe  that  the  trend  is  going  the 
other  direction  from  prepayment  penalties.  I  support,  totally,  the 
goal  here.  And  I  would  just  like  for  you  to  consider,  and  for  us  to 
consider  lowering  the  prepayment  penalties. 

I  particularly  like  the  fact  that  we  are  going  more  toward  the  pri- 
vate sector  and  working  with  the  private  sector  rather  than  com- 
peting with  the  private  sector.  I  think  we  should  continue  in  that 
direction. 

My  only  other  comment  is  that  we  should  act  quickly,  because  if 
we  do  not,  the  interest  rates  may  catch  up  with  us  and  this  may 
be  a  good  deal  after  all.  The  situation  people  are  in  right  now — the 
ones  who  are  really  paying  the  12  to  15  percent  and  cannot  feasibly 
prepay,  those  people  are  in  a  catch  22  that  we  must  act  to  allevi- 
ate. 

Thank  you. 

Senator  Hatfield.  Senator,  I  appreciate  your  comment.  And  I 
would  not  debate  it  in  the  sense  that  I  think  you  are  on  the  right 
track. 

I  do  not  know  whether  you  were  here  at  the  time,  but  Senator 
Bumpers  and  I  probably  have  40-some  years  of  seniority  between 
the  two  of  us.  And  we  have  not  yet  figured  out  how  0MB  does  their 
scoring  system.  At  least  I  have  not. 

The  Chairman.  I  have  always  said  I  would  rather  be  head  of 
0MB  than  be  President.  [Laughter.] 

Senator  Hutchison.  So  this  is  not  a  freshman  question.  Thank 
you.  I  am  glad  to  know  that. 
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Senator  Hatfield.  And  secondly,  I  would  like  to  comment,  too, 
that  under  the  current  fiscal  problem  of  having  to  take  the  Presi- 
dent's budget  and  squeeze  another  $3  billion  out  to  breach  OMB's 
scoring  system  of  being  under  the  cap,  is  going  to  be  such  a  dif- 
ficult situation  for  the  appropriators,  that,  as  an  appropriator,  I  put 
my  hat  on  and  say,  "I  just  think  we  have  gone  about  as  far  as  we 
can  go  in  order  to  get  some  relief  for  these  people  under  the  current 
fiscal  situation." 

Senator  Hutchison.  Well,  let  me  just  say,  I  do  understand  that, 
but,  on  the  other  hand,  I  fundamentally  disagree  with  this  kind  of 
scoring. 

It  is  like  with  the  GATT  funding,  going  out  and  raising  taxes  to 
fund  GATT,  when  we  know  that  GATT  is  going  to  increase  jobs; 
it  is  going  to  increase  revenue.  Yet  that  is  not  taken  into  account. 
I  think,  at  some  point,  with  all  due  respect,  we  should  challenge 
the  method  of  scoring  when  it  makes  imminent  common  sense. 

I  think  that  GATT  should  be  scored  so  that  we  can  take  into  ac- 
count the  revenue  that  we  will  get.  And  I  think  prepayment  pen- 
alties should,  as  well. 

Senator  Hatfield.  I  would  only  add  one  final  comment.  And  that 
is  that,  maybe  one  of  these  days,  we  will  do  what  we  have  to  do 
with  the  Army  Corps  of  Engineers.  Namely,  we  have  to  develop  a 
cost  benefit  ratio.  Maybe  we  ought  to  apply  some  cost  benefit  ratios 
to  some  other  things  besides  construction  projects  with  the  Corps 
of  Engineers,  because  I  agree  with  you  that,  in  this  situation,  this 
is  a  multiplier  in  our  economy. 

It  is  a  tremendous  multiplier  of  jobs,  products,  services.  It  is  just 
like  with  a  health  research  dollar,  for  every  dollar  you  invest  in 
preventive  medicine,  health  research  and  medical  research,  you 
multiply  that  dollar  by  16  into  the  economy. 

I  would  like  to  see,  not  only  the  number  of  dollars  we  spend  care- 
fully analyzed  as  to  the  depths;  I  would  like  to  see  the  way  we 
spend  these  dollars  as  to  the  multiplier  impact  it  has  in  the  econ- 
omy. 

I  might  add  that  a  defense  dollar  is  the  least  multiplier  as 
against  a  health  dollar. 

The  CHAlRMAl«r.  Amen,  brother.  Speak  on.  [Laughter.] 

Senator  Hatfield.  Thank  you,  Mr.  Chairman. 

Senator  HUTCHISON.  Well,  let  me  just  say  one  more  comment  to 
the  distinguished .  ranking  member  of  the  Appropriations  Commit- 
tee. I  would  really  like  to  see  us  come  forward  with  something  that 
would  provide  the  multipliers  for  the  scoring. 

I  might  say,  I  think  defense  does  have  multipliers,  but  I  also 
think  that  some  common  sense  measures  here  should  be  taken  into 
account.  And  I  think  that  we  need  to  really  look  at  that  issue. 

Senator  Hatfield.  We  should. 

Senator  Hutchison.  And  I  will  support  you  in  that. 

The  Chairman.  I  agree. 

Senator  Hutchison.  Thank  you. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Senator  Hatfield,  thank  you  very  much. 

Senator  Hatfield.  Thank  you,  sir. 

The  Chairman.  Our  next  panel  consists  of  Ms.  Doris  Johnson, 
president  of  Vancouver  Bolt  and  Supply,  Inc.,  Vancouver,  WA;  Dr. 
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Roger  Troutman,  veterinarian  and  co-owner,  Catawba  Animal  Clin- 
ic, in  Rock  Hill,  SC;  Mr.  Kenneth  Lueckenotte,  president  and  exec- 
utive director.  National  Association  of  Development  Companies, 
Jefferson  City,  MO. 

[Pause.] 

The  Chairman.  Ms.  Johnson,  gentlemen,  if  you  can  summarize 
your  testimony,  it  will  give  us  a  little  more  time  for  questions.  If 
you  cannot  do  it,  we  will  understand. 

I  must  say,  I  want  all  of  you  to  know  that  I  stayed  up  until  11 
p.m.  last  night  reading  all  of  your  testimony.  So  I  am  familiar  with 
it.  We  are  grateful  to  have  you  here  today. 

Ms.  Johnson,  you  are  first  on  my  list.  So  please  proceed. 

STATEMENT  OF  DORIS  JOHNSON,  PRESIDENT,  VANCOUVER 
BOLT  AND  SUPPLY,  INC.,  VANCOUVER,  WA 

Ms.  Johnson.  Thank  you,  Mr.  Chairman  and  members  of  the 
Committee.  My  name  is  Doris  Johnson.  I  am  president  of  an  indus- 
trial distribution  business  in  Vancouver,  WA,  Vancouver  Bolt  and 
Supply. 

Thank  you  for  allowing  me  to  speak  in  favor  of  the  SBA  503  leg- 
islation. I  have  submitted  my  written  testimony.  So  I  would  like  to 
summarize  and  address  any  specific  questions  you  may  have  re- 
garding this  issue. 

As  you  know,  there  are  3,600  remaining  small  businesses  rep- 
resenting nearly  200,000  jobs  affected  by  the  SBA  503  prepayment 
penalty.  I  have  organized,  and  been  in  contact  with  hundreds  of 
those  hurt  by  this  issue. 

In  November,  I  surveyed  2,000  of  the  business  owners  and  deter- 
mined that  $30  million  would  be  adequate  to  meet  the  needs  of 
those  owners  who  need  to  settle  estates,  expand  their  businesses, 
which  will  provide  more  jobs,  and  sell  their  businesses  or  property. 

The  SBA  503  Coalition  urges  your  support  of  the  authorization 
and  appropriation  measures  that  would  allow  all  503  borrowers  to 
prepay  without  regard  to  interest  rates. 

Of  the  hundreds  of  borrowers  that  I  have  been  in  contact  with, 
it  is  universal  that  they  were  not  aware  of  the  prepayment  penalty 
buried  in  the  six-  to  ten-inch  document. 

No  business  owner  would  ever  have  agreed  to  limit  their  busi- 
ness to  no  expansion,  to  no  opportunity  to  settle  an  estate  due  to 
death  or  failed  marriages  or  to  sell  their  business  upon  reaching  re- 
tirement. 

As  the  rest  of  the  Nation  has  had  the  opportunity  to  restructure 
debt,  we  have  been  forced  to  pay  interest  rates  as  high  as  15.7  per- 
cent and  penalties  of  up  to  64  percent.  We  simply  cannot  continue 
to  stay  competitive. 

The  president  of  the  Oregon  Bankers'  Association,  Mr.  Frank 
Brauner,  has  stated  publicly  that  if  a  banker  had  made  such  a  con- 
tract, the  banker  would  be  in  jail. 

I  first  discovered  this  onerous  penalty  when  I  needed  to  expand 
our  building  size  to  add  space  to  comply  with  the  Fastener  Quality 
Act  recently  passed  by  Congress. 

This  act  does  not  allow  us,  as  distributors,  to  commingle  or  mix 
the  bolts  for  more  than  two  lots.  A  normal  shipment  of  the  same 
size  bolt  may  come  in  ten  or  more  lots.  Our  warehouse  has  over 
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11  million  parts.  And  that  is  a  lot  of  bolts  to  keep  separate.  This 
takes  space. 

According  to  our  survey,  there  are  31  businesses  facing  bank- 
ruptcy. If  we  cannot  expand  our  space,  we  too,  along  with  the  other 
31  businesses,  cannot  comply  with  the  new  regulation  and  will  be 
forced  out  of  business. 

We  support  29  families  in  a  community  already  hard  hit  by  the 
timber  cut  backs.  Our  company  is  an  important  part  of  our  commu- 
nity. And  we  are  good  citizens  supporting  the  community  and 
schools  of  our  area  and  adding  to  the  tax  base. 

Recently  when  my  husband  was  critically  ill,  our  attorney  told  us 
that  we  would  have  to  pay  the  SBA  a  $57,000  penalty  on  a 
$154,000  balance.  Thank  Grod  that  he  is  still  alive.  And  we  have 
yet  to  face  that. 

It  is  important  to  note  that  99  percent  of  those  that  I  contacted 
were  not  aware  of  the  penalty.  I  asked  at  our  closing  if  we  could 
prepare  a  loan.  The  answer  was  yes. 

In  fact,  some  borrowers  have,  in  writing,  from  the  development 
companies  that  there  was  no  prepajonent  penalty. 

We  are  not  asking  for  forgiveness  of  debt,  only  the  ability  to  be 
treated  the  same  as  a  commercial  lending  institution. 

As  was  discussed  here  this  morning  by  Senator  Hatfield,  similar 
legislative  solutions  have  been  enacted  for  prepa5nnent  penalties 
for  loans  made  by  the  Rural  Electrification  Administration. 

Recently,  the  Veteran's  Home  Loan  holders  were  allowed  to  refi- 
nance at  lower  interest  rates. 

The  SBA  503  loans  are  the  only  remaining  Federal  loan  program 
that  requires  corrective  legislation.  President  Clinton  and  SBA  di- 
rector Erskine  Bowles  have  given  us  their  strong  support  and  in- 
cluded the  $30  million  in  the  SBA  budget.  We  urge  that  the  Con- 
gress also  support  this  change,  the  same  as  they  did  in  1988. 

I  have  continued  to  lead  the  coalition,  after  I  heard  the  many 
horror  stories  from  the  businesses  trapped  by  the  prepa5rment  pen- 
alty. And  Senator  Hatfield  certainly  addressed  two  major  concerns 
this  morning. 

This  is  causing  a  hardship  on  my  business  to  keep  this  before  the 
public.  I  only  wish  we  had  time  for  you  to  listen  to  the  many  sto- 
ries. I  have  one  from  Texas,  a  tug  company,  that  is  very  hurt  by 
this  thing. 

I  have  many  different  stories  ranging  from  restaurants  to  manu- 
facturers— there  is  a  gentleman  in  the  audience  who  has  a  manu- 
facturing business  in  California  and  New  Jersey,  hit  by  regulation 
and  hurt  by  this  503. 

I  am  here  to  plead  for  your  support  to  stop  the  unfairness  of  this 
situation.  I  am  sure  that  Congress  did  not  intend  to  put  such  bar- 
riers before  small  business. 

We  are  the  group  that  provides  85  percent  of  the  employment  for 
our  Nation.  We  just  want  to  continue  doing  what  we  do  best,  ex- 
panding and  providing  jobs. 

Thank  you  for  the  opportunity  to  address  the  Committee.  And  I 
will  be  happy  to  answer  any  questions. 

The  Chairman.  Thank  you  very  much,  Ms.  Johnson. 

[The  prepared  statement  of  Ms.  Johnson  follows:] 
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STATEMENT  OF  DORIS  M.  JOHNSON 

PRESIDENT 

VANCOUVER  BOLT  AND  SUPPLY  INC. 

BEFORE  THE 

COMMITTEE  ON  SMALL  BUSINESS 

UNITED  STATES  SENATE 

MAY  17,  1994 


Mr.  Chairman  and  Members  of  the  Committee,  my  name  is  Doris  Johnson.    I  am 
President  of  Vancouver  Bolt  and  Supply  of  Vancouver,  Washington,  and  I  have  organized 
and  lead  an  informal  coalition  that  seeks" ta  support  the  President's  legislative  proposals  for 
prepayment  without  penalty  of  SBA's  503  loans.    The  total  number  of  Section  503  loans 
involves  200,000  employees.    As  you  know,  changing  the  503  prepayment  penalty  situation 
involves  a  two  step  orocess:    first,  passage  of  authorizing  legislation  and  second,  passage  of 
an  appropriations  measure  that  implements  the  authorization. 


Existing  Legislation  and  Background 

Current  law  does  not  permit  prepayment  of  Section  503  loans  without  a  prepayment 
penalty.    A  change  in  the  statute  is  needed  to  permit  the  prepayment  of  section  503  loans. 
The  President's  legislative  proposals  for  the  SB  A  reauthorization  bill  submitted  to  the 
Congress  contains  provisions  diat  would  permit  prepaym.ent  without  penalty. 

Many  borrowers  who  obtained  Section  503  loans  at  higher  interest  rates  some  years 
ago  would  now  like  to  pay  off  their  loans,  but  are  prevented  from  doing  so  due  to  the 
exorbitant  cost  of  the  associated  prepayment  penalty.    Due  to  the  provisions  of  the  Credit 
Reform  Act  of  1990,  which  was  a  component  of  the  Budget  Enforcement  Act  of  1990,  any 
reduction  in  the  revenues  that  the  Federal  Government  is  owed  due  to  a  change  in 
legislation  or  discretionary  administrative  decision  must  be  offset  by  a  like  amount  of 
increased  income  from  other  sources.    This  is  called  the  Pay-As- You-Go,  or  Pay-Go, 
concept  in  credit  reform  jargon. 

I  conducted  a  survey  of  Section  503  borrowers,  trying  to  determine  how  many 
regard  legislation  waiving  or  altering  the  prepayment  provisions  as  critical.    Of  the 
approximate  2,000  borrowers  we  contacted,  1  received  407  responses  on  short  notice 
indicating  a  strong  desire  to  change  the  legislation.    Hundreds  of  other  borrowers  have 
contacted  their  elected  Representatives  and  Senators  on  this  issue  in  the  past  two  years. 

A  copy  of  the  survey  results  is  attached  to  this  statement.    Responses  from  over  40 
states  were  received:    this  is  not  a  regional  or  parochial  issue.    Also  attached  is  a  copy  of  a 
fact  sheet  on  this  issue  that  we  are  circulating  among  House  and  Senate  offices  to  educate 
and  inform  Representatives  and  Senators  about  this  issue. 
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Statement  of  Doris  M.  Johnson 
Vancouver  Bolt  and  Supply  Inc. 
Page  2 


The  Administration's  Bill 


We  support  the  President's  proposed  legislation,  however,  we  would  not  favor  the 
provision  that  would  permit  borrowers  with  interest  rates  higher  tiian  12  percent  to  prepay 
their  loans  first.    We  feel  this  is  an  unnecessary  provision  because  the  $30  million  request 
will  be  adequate  for  all  503  borrowers  who  wish  to  prepay  in  Fiscal  Year  1995,  not  just 
those  with  loans  above  12  percent.    The  timing  of  prepayment  for  some  is  critical. 
Allowing  higher  interest  borrowers  to  prepay  first  could  mean  the  critical  difference  in 
survival  for  some  bonowers  with  loans  slightly  below  the  12  percent  cut  off. 

I  have  copies  of  letters  expressing  strong  support  for  the  prepayment  legislation.    I 
request  that  a  list  of  the  authors  of  these  letters  be  made  part  of  the  hearing  record. 

Most  of  these  letters  speak  of  a  critical  need  to  obtain  relief  from  the  high  interest 
rate  of  the  503  loan  or  the  cost  of  the  prepayment  penalty.    From  the  survey  we  learned 
that  31  businesses  are  on  the  brink  of  bankruptcy,  involving  the  potential  loss  of  650  jobs. 
We  are  dealing  wdth  small  businesses  which  cannot  sustain  much  variability  in  their  "loss" 
column  without  terminating  their  livelihood. 

The  issue  is  survival  for  many  of  us.  The  potential  loss  of  jobs,  the  negative  effect 
on  pur  economy,  and  the  tremendous  loss  in  private  capital  and  investment  can  be  avoided 
with  support  of  your  Committee's  action. 

Others  can  speak  to  their  particular  circumstances  and  the  personal  nature  of  this 
issue.    I  hope  this  overview  has  provided  the  Committee  some  idea  of  the  public  support, 
and  the  public  policy  rationale,  for  carrying  out  the  President's  proposal  to  change  the 
existing  situation  with  regard  to  prepayment  of  SBA's  Section  503  loans. 

Thank  you  for  allowing  me  the  opportunity  to  present  this  statement  for  the 
Committee's  consideration  of  pending  legislative  matters. 


Attachments 
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HIGHLIGHTS  OF  SBA-503  BORROWER  SURVEY 

During  December  1993,  our  SBA-503  Coalition  questioned  over 
2,000  SBA-503  borrowers.   (This  is  everyone  for  whom  we  had  a 
street  address  and  we  believe  represents  more  than  half  of 
all  outstanding  SBA-503  loans  in  the  nation.)   407  of  these, 
or  about  20  V,  indicated  that  they  would  and  could  refinance 
their  loans  if  the  prepayment  penalties  were  eliminated  or 
substantially  mitigated.  This  high  response  to  an  in  depth 
questionnaire  indicates  that  it  will  be  fair  to  apply  the  20% 
figure  to  all  outstanding  SBA-503  loans. 

The  407  positive  respondents  to  the  December  1993 
questionnaire  have  18,481  employees  and  can  add  2,519 
more  if  they  are  able  to  refinance  their  SBA-503  debt 
without  prepayment  penalties. 

31  borrowers  indicated  that  they  face  bankruptcy  if  they  are 
unable  to  reduce  their  interest  costs.  Bankruptcy  will  impact 
the  government  guarantees  and  jeopardize  670  jobs.  The  total 
of  unpaid  loan  balances  of  this  group  was  $  6,854,843. 

The  highest  interest  rate  reported  was  15.262  %. 
The  lowest  interest  rate  reported  was  7.328  %. 
Over  86  *  (351  borrowers)  carry  interest  rates  of 
ten  percent  (10%)  or  higher. 

The  average  xinpaid  principal  balance  was  $  174,703. 
The  highest  was  $  464,081  and  lowest  was  $   8,822. 

Loan  Origination  by  Year 


Year 

Number 

Of 

Percent 

Borrowers 

of  borrowers 

1981 

7 

1.7 

1982 

29 

7.1 

1983 

70 

17.2 

1984 

125 

30.7 

1985 

114 

28.0 

1986 

40 

9.9 

1987 

22 

5.4 

Total 

407 

100.0 

(503  program  replaced  by  504  program) 
Please  note  chat  58.7  %  of  the  loans 
originated  in  Che  two  years  1984  and  1985. 

Term  of  Loan3 

15-year  55  13.5 

20-year  185  45.5 

25-year  1£7  41.0 

Total  407  100.0 

Please  note  that  86.5  %  of  the 

loans  have  terms  of  20  years  or  more. 


Mrs.  Doris  M.  Johnson,  Coordinator 

SBA-503  Small  Business  Coalition 

005  West  11th  Street,  Vancouver,  WA  98660-3056 

206-699-4406     FAX  206-694-4153 
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SNdL«iLL  BUSINESS  ADMINISTRATION: 

LEGISLATION  PERMITTING  SECTION  503  LOAN  PREPAYMENT 

WITHOUT  PENALTY 

H.R.  4298;  S.  2061 


ISSUE: 


Current  legislation  related  to  SBA's  Section  503  loans  imposes  a  stiff 
penalty  upon  borrowers  who  wish  to  prepay  or  refinance  their  loans. 
A  change  in  authorizing  legislation  is  needed  to  allow  Section  503 
loan  borrowers  to  prepay  without  penalty;  an  appropriation  to 
"neutralize"  the  cost  of  the  foregone  prepayment  penalties  would  also 
be  needed  on  an  annual  basis  under  the  terms  of  the  Credit  Reform 
Act  of  1990. 


BACKGROUND:       The  503  loan  program  began  in  1981.    It  provided  long-term  fixed  rate 
financing  for  businesses  needing  to  acquire  industrial  or  commercial 
buildings,  and  to  buy  machinery  and  equipment. 
About  $922  million  was  funded  through  the  503  program.    It  was 
replaced  in  1987  by  the  504  program  which  substituted  the  private 
markets  for  the  FFB  as  the  funding  mechanism  for  SBA-guaranteed 
debentures.    About  3,600  503  loans  remain  in  existence  with  interest 
rates  as  high  as  15.7  percent. 

There  was  only  one  major  problem  with  the  503  program:    the 
prepayment  penalty.    Borrowers  can  prepay  only  if  they  pay  an 
amount  that  can  be  invested  to  produce  a  semi-annual  payment  stream 
identical  to  that  of  the  original  debenture.    Because  market  interest 
rates  have  fallen  considerably  since  the  503  loans  were  made,  the 
prepayment  penalties  today  are  as  high  as  64  percent  of  the  remaining 
loan  balances.    The  lower  rates  go,  the  higher  the  penalty.    This  makes 
it  extremely  difficult  for  most  of  these  small  business  owners  to 
refinance  their  loans  at  today's  low  rates.    They  cannot  expand  their 
businesses  and  create  new  jobs.   They  cannot  sell  their  businesses  or 
retire,  since  buyers  would  not  want  to  take  on  the  503  loans  which 
carry  high  interest  rates.    In  the  case  of  the  death  of  a  borrower,  the 
settlement  of  an  estate  with  a  503  lien  imposes  significant  hardship  on 
survivors  and  family  members.    503  loans  were  intended  to  help  small 
businesses  be  more  competitive,  but  because  of  the  unresolved 
prepayment  issue,  they  are  now  having  the  opposite  effect. 
Similar  legislative  solutions  have  been  enacted  for  prepayment 
penalties  for  loans  made  by  the  Rural  Electrification  Administration 
and  the  Veterans  Administration.    The  SBA  503  program  is  the  only 
remaining  Federal  loan  program  that  requires  corrective  legislation. 
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CURRENT  The  President  has  submitted  legislation  that  would  eliminate 

STATUS  :  prepayment  penalties  for  Section  503  loan  prepayment.    The 

President's  Budget  for  Fiscal  Year  1995  included  $30  million  to  cover 
the  cost  of  Section  503  loan  prepayments.  Hearings  have  been  held  by 
the  House  and  Senate  Small  Business  Committees  and  the  House  and 
Senate  Appropriations  Subcommittees  under  whose  jurisdiction  SBA 
falls.    Administration  witnesses  from  SBA  have  testified  in  favor  of 
legislation  that  would  eliminate  the  prepayment  penalty.    There  are 
over  two  hundred  Section  503  borrowers  who  have  indicated  a  strong 
interest  in  prepaying  their  high  interest  503  loans.    Of  these,  3 1  have 
replied  that  they  fall  in  the  "critical"  category  -  that  is,  if  they  cannot 
replace  their  current  high  interest  loans  and  avoid  the  onerous  503 
prepayment  penalty,  their  busmesses  will  close.    The  Administration's 
bill  has  perhaps  one  flaw  —  it  would  allow  those  with  loans  in  excess 
of  12  percent  to  prepay  their  loans  fu-st.   This  is  discriminatory,  and 
skewed  in  a  conservative  interpretation  of  the  costs  the  Federal 
Government  will  accrue  in  the  passage  of  such  legislation.    We  feel: 


o  The  Section  503  loan  prepayment  legislation  should  allow  all 

borrowers  to  prepay  within  the  earliest  possible  timeframe, 
without  regard  to  interest  rate  or  loan  size; 

o  The  $30  million  will  be  sufficient  to  meet  the  costs  of 

implementing  the  Section  503  prepayment  penalty  elimination 
in  Fiscal  Year  1995; 

0  Jobs  will  be  maintained  and  businesses  preserved  in  the  spirit 

of  economic  development  with  the  passage  of  this  legislation: 
to  fail  to  pass  these  legislative  measures  will  result  in  both 
widespread  personal  hardships  and  the  occurrence  of  negative 
economic  factors  counter  to  the  economic  expansion  and 
business  growth  that  has  been  emerging  in  the  American 
business  community  over  the  past  18  months. 

REQUESTED  The  SBA  Section  503  Loan  Prepayment  Coalition  requests  that 

ACTION     :  Congress  support  the  authorization  and  appropriations  measures  that 

would  allow  prepayment  of  SBA  503  loans  without  penalty: 

(1)  Vote  YES  on  the  passage  of  H.R.  4298  and  S.  2061  (amended 
to  allow  all  503  borrowers  to  prepay  without  regard  to  interest 
rate);  and 


(2)        Vote  YES  on  including  within  SBA's  FY  1995  Appropriation 
(Commerce-Justice-State  bill)  the  President's  Request  of 
$30  million  for  Section  503  loan  prepayment  costs. 
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The  Chairman.  Dr.  Troutman. 

STATEMENT  OF  ROGER  TROUTMAN,  VETERINARIAN  AND  CO- 
OWNER,  CATAWBA  ANIMAL  CLINIC,  ROCK  HILL,  SC 

Dr.  Troutman.  Mr.  Chairman  and  members  of  the  Committee, 
I  am  Roger  Troutman  a  veterinarian  in  Rock  Hill,  South  Carolina. 

I  sincerely  appreciate  the  privilege  to  appear  before  the  Senate 
Small  Business  Committee  to  present  my  personal  testimony  in 
support  of  the  legislation  that  permits  the  prepayment  of  the  SBA 
503  loan  without  penalties. 

There  are  two  basic  reasons  that  refinancing  helps  the  503  bor- 
rowers. Number  one,  there  are  those  business  owners  who  are  hav- 
ing some  difficulties  of  some  type,  such  as  cash  flow  problems,  a 
death,  some  kind  of  a  disability,  potential  bankruptcy.  Refinancing 
for  these  folks  may  keep  these  businesses  solvent  and  prevent 
these  jobs  from  disappearing. 

On  somewhat  of  a  more  positive  side,  there  are  those  businesses 
that  refinancing  may  help  improve  an  £ilready  good  situation. 

Refinancing  will  allow  these  groups  of  businesses  to  expand  or 
increase  the  size  of  their  facilities,  purchase  new  equipment  and/ 
or  add  additional  employees. 

My  personal  SBA  503  loan  status  is  that,  in  1984,  I  borrowed 
$105,000,  in  addition  to  other  monies  from  a  local  bank,  to  finance 
a  new  veterinary  medic£il  office.  The  terms  were  for  an  interest 
rate  of  approximately  14  percent  for  15  years. 

Presently,  the  loan  balance  is  approximately  $62,000.  When  I  in- 
quired about  a  month  ago  to  see  what  it  would  be  to  pay  this  off", 
it  would  be  a  total  of  $80,000.  This  is  a  penalty  of  $18,000,  which 
is  almost  30  percent  of  the  outstanding  loan  balance. 

My  personal  business  situation  is  that  refinancing  would  help  me 
improve  my  situation  in  two  ways.  Number  one,  our  veterinary 
clinic  has  grown  to  the  point  where  we  are  almost  ready  to  add  an- 
other veterinarian  and  the  support  staff  that  goes  with  that.  The 
refinancing  would  help  the  cash  flow  as  our  business  grows  into 
these  additional  staff  members. 

Number  two,  I  own  some  commercial  real  estate.  I  am  currently 
working  on  a  plan  to  develop  this  property  into  small  business 
rental  units. 

Refinancing  this  would  help  my  personal  financial  statement  as 
I  acquire  financing  for  this  project.  It  would  also  help  me  person- 
ally until  the  units  are  rented,  creating  a  positive  cash  flow. 

I  think  there  are  several  points — some  have  been  briefly  men- 
tioned before — ^that  I  would  like  for  you  to  consider  and  summarize 
as  you  consider  legislation  that  will  impact  literally  thousands  of 
families,  not  only  families  and  business  owners,  but  employees 
families  as  well. 

Number  one,  no  private  lending  institution  could  impose  such 
penalties  on  their  clients  and  get  away  with  it.  The  institutions 
would  either  be  gobbled  up  by  their  competitors  or  they  would  be 
forced,  by  federal  regulation,  to  drop  those  burdensome  pensdties. 

Number  two,  we  SBA  503  borrowers  have  had  these  loans  and 
interest  rates  for  seven  to  thirteen  years.  We  really  feel  that  we 
have  paid  our  dues  with  these  high,  inflexible  rates. 
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The  business  climate,  as  a  third  point,  has  become  increasingly 
more  difficult  to  be  profitable.  Increasing  health  insurance  costs, 
OSHA  regulations,  more  expensive  waste  disposal,  increased  for- 
eign competition,  stricter  local  zoning  regulations  are  just  a  few  of 
the  increased  costs  that  business  owners  must  contend  with. 

We  do  not  need  loans  in  the  ten-  to  fifteen-percent  range  that 
cannot  be  refinanced  with  more  competitive  rates. 

As  I  know  you  are  aware,  we  do  not  ask  these  loans  to  be  for- 
given. We  just  ask  that  we  be  on  a  level  playing  field  with  our  col- 
leagues and  our  competitors. 

Please  understand  that  as  business  persons  and  American  citi- 
zens, we,  too,  are  concerned  about  the  national  deficit. 

We  really,  though,  believe  the  503  penalty  relief  is  not  a  cost  but 
a  win-win  situation  for  both  borrowers  and  for  America.  Businesses 
can  more  easily  remain  afloat  or  move  forward,  which  will  main- 
tain present  jobs  and  create  new  jobs.  This  will  keep  workers  pro- 
ductive and  tax  paying,  not  unemployed  and  looking  to  government 
for  subsidies  and  assistance. 

The  mission  of  the  Small  Business  Administration  is  to  help 
small  businesses.  These  penalties  are  100  percent  counter  to  every- 
thing that  the  SBA  stands  for. 

In  summary,  your  Committee  is  in  an  important  position  to  help 
America  and  American  citizens.  We  503  loan  holders  believe  that 
the  penalty  relief  is  not  a  cost,  but  an  investment. 

We  believe  that  money  allocated  will  be  returned  with  dividends 
by  both  maintaining  present  jobs,  and  creating  new  ones.  This 
maintains  morale,  and  again,  keeps  and  increases  tax  revenues 
and  keeps  people  off  of  government  subsidies. 

We  ask  that  you  give  the  SBA  503  loan  prepayment  legislation 
your  full  support.  And  I  thank  you  very  much. 

The  Chairman.  Thank  you  very  much.  Dr.  Troutman. 

[The  prepared  statement  of  Dr.  Troutman  follows:] 
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R  J  Troutman  D  V  M  CATAWBA  ANIMAL  CUNIC,  P.A. 

'  -v.  Piatt  D  V  M. 

Alexander,  D.V.M.  2241  India  Hook  Road 

K^o.  Link,  O.V.M.  Hock  Hill,  South  Carolina  29732 

J.MLesslie,  D.V.M.  (803)366-8168 

May  17,  1994  COMMITTEE  ON  SMALL  BUSINESS 

UNITED  STATES  SENATE 
STATEMENT  OF  DR.  ROGER  TROUTMAN 

Mr.  Chairman,  and  Members  of  the  Committee,  I  am  Roger  Troutman  of  Rock  Hill, 
South  Carolina.   Thank  you  for  this  opportunity  to  appear  before  the  Committee 

and  present  testimony  in  support  of  legislation  that  permits  the  prepayment  of 

SBA  Section  503  loans  without  penalty. 

In  my  particular  situation,  I  borrowed  $105,000  in  1984  through  the  Small 
Business  Administration  (SBA)  plus  additional  money  from  a  local  bank  to  build 
a  new  veterinary  medical  office.   At  the  time  the  loan  was  made,  our  staff 
consisted  of  2  veterinarians,  3  full  time  and  1  part  time  staff  members. 

esently  our  business  and  staff  has  grown  to  5  veterinarians,  14  full  time 
and  6  part  time  employees,  a  net  increase  of  19  jobs. 

In  1984,  the  United  States  was  experiencing  an  era  of  commercial  loans  having 
an  all  time  high  interest  rate.   The  loan  I  secured  through  the  SBA  had  an 
interest  rate  of  approximately  14%  for  15  years.   Last  month,  I  inquired  with 
the  local  SBA  representative  concerning  the  terms  necessary  to  liquidate  the 
loan.   I  learned  that  presently  the  loan  balance  is  $62,397  and  the  money 
required  to  liquidate  this  outstanding  balance  would  be  in  the  $79,628  to 
$80,776  range.   This  translates  into  a  penalty  of  approximately  $18,000  which 
is  a  penalty  of  almost  30%  of  the  outstanding  loan  balance.   Such  a  penalty  is 
unheard  of  in  the  commercial  banking  industry  today  and  should  be  totally 
counter  to  the  SBA  goals  of  trying  to  help  small  businesses.   In  a  time  when 
■'nterest  rates  are  in  the  8%  range,  and  only  weeks  ago  were  even  lower,  it  is 
uDsolutely  unfair  to  require  the  borrowers  of  these  high  interest  rate  funds 
to  not  have  a  reasonable  option  to  pay  off  the  loan  or  refinance  at  a  lower 
rate. 
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In  my  personal  case,  there  are  two  reasons  refinancing  my  SBA  loan  at  a  lower 
rate  would  be  beneficial  to  not  only  myself  and  my  business,  but  also  my 
community. 

Number  one,  our  business  has  been  fortunate  to  experience  annual 
growth  since  its  inception  in  1978.   We  are  again  approaching  a 
point  where  our  clinic  and  clients  may  be  better  served  by 
increasing  our  staff  with  an  additional  veterinarian  and  the  support 
personnel  that  must  be  hired  to  handle  an  increasing  work  load.   An 
ability  to  refinance  the  loan  balance  with  more  favorable  terms  could 
help  the  cash  flow  tremendously  as  our  work  load  "grows  into"  the 
staff  members  that  could  be  added. 

Number  two,  I  own  some  commercial  property  and  am  presently  working 
on  plans  to  develop  this  property  with  small  business  rental  units. 
The  ability  for  me  to  refinance  my  SBA  loan  would  unquestionably 
strengthen  my  personal  financial  statement  as  I  look  to  secure 
financing  for  this  project.   1  firmly  believe  the  taxes  generated 
by  the  construction  of  the  building  and  property  development  alone 
will  more  that  offset  monies  lost  by  the  government  through  the  loss 
of  my  interest  payment  income  if  I  am  allowed  to  refinance  my  SBA- 
503  loan.   Also,  the  newly  constructed  rental  units  will  provide 
local  job  growth  opportunities  (thus  additional  federal  and  state 
tax  revenues)  for  individuals  searching  for  a  site  to  locate  their 
particular  business. 
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I  appreciate  the  critical  review  by  each  of  you  and  ask  that  you  approve  these 
funds.   I  trust  that  after  reviewing  the  testimony  from  many  of  the  SBA-503 
loan  recipients,  each  with  his  or  her  own  specific  needs,  you  will  agree  with 
us.   That  is,  you  will  feel  that  we  have  handled  our  businesses  in  a  very 
responsible  manner,  that  we  have  been  good  for  our  communities  by  providing 
employment  opportunities,  and  that  we  have  "paid  our  dues"  to  the  SBA  with  the 
very  high  interest  rates  that  we  have  held  since  our  loans  began.   I  trust 
that  you  will  feel  it  is  fair  and  appropriate  to  adjust  the  terms  of  the 
SBA-503  borrowers  to  the  terms  of  the  present  SBA-504  borrowers  such  that  we 
can  have  a  prepayment  penalty  that  declines  annually  and  is  eliminated 

.mpletely  at  the  midpoint  in  the  life  of  the  loan.   Please  understand  that  we 
don't  ask  our  loans  to  be  forgiven.   We  ask  that  we  may  have  the  freedom  to 
pay  our  loans  in  full  or  to  refinance  through  other  sources  so  that  we  can 
continue  to  run  our  businesses  efficiently  and  effectively  in  the  highly 
competitive  climate  of  business  today. 

It  is  my  firm  belief,  and  I  feel  with  close  examination  you  will  agree,  that 
the  proposed  SBA-503  relief  are  funds  that  do  not  "cost"  the  government  money, 
but  actually  reap  additional  tax  revenues  by  encouraging  and  stimulating  small 
business  growth.   It  is  no  secret  that  in  today's  employment  market,  the 
majority  of  new  jobs  are  evoloving  from  the  small  business  sector.   As  a 
businessman  and  as  an  individual  American  citizen,  I,  too,  am  concerned  about 
our  national  debt.   It  is  my  personal  belief  that  the  SBA-503  relief  funds 

11  be  an  investment  for  America  and  not  a  "cost".   I  fully  believe  that  if 
appropriated,  these  funds  will  not  only  be  recovered  quickly  but  generate 
additional  tax  revenues  as  well. 
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Mr.  Chairman,  there  are  many  Section  503  borrowers  who  would  like  to  prepay 
their  SBA  loans  but  cannot  due  to  the  restrictions  of  current  legislation. 
We  appreciate  your  leadership  on  this  issue  and  will  provide  you  and  the 
Committee  any  additional  information  and  support  that  would  assist  in  the 
passage  of  this  important  legislation. 

Thank  you  very  much  for  allowing  me  to  appear  before  the  Committee.   I 
humbly  ask  that  you  give  full  support  to  the  SBA-503  penalty  relief.   I  will 
be  pleased  to  answer  any  questions  and  secure  any  information  the  Committee 
feels  may  be  relevant  to  this  matter. 


ncerely , 


Roger   J.  vTiipytmain,    DVM 


^.A- 
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The  Chairman.  Mr.  Lueckenotte. 

STATEMENT  OF  KENNETH  LUECKENOTTE,  PRESIDENT  AND 
EXECUTIVE  DIRECTOR,  NATIONAL  ASSOCIATION  OF  DEVEL- 
OPMENT COMPANIES,  JEFFERSON  CITY,  MO 

Mr.  Lueckenotte.  Thank  you,  Mr.  Chairman.  Grood  morning.  I 
am  Ken  Lueckenotte,  president  of  the  National  Association  of  De- 
velopment Companies,  and  also  executive  director  of  Rural  Mis- 
souri, Incorporated,  a  state-wide  certified  development  company. 

I  want  to  thank  you  and  the  Committee  for  your  long  standing 
support  for  the  503  and  504  programs,  and  for  the  opportunity  to 
comment  on  the  fiscal  year  1995  budget,  as  well  as  some  other  cru- 
cial issues  to  this  important  program. 

As  you  know,  the  program's  primary  objective  is  to  provide 
growth  capital  for  expanding  small  businesses  that  will  create  or 
retain  jobs  in  rural  and  urban  communities.  Five-hundred  and  four 
projects  are  t5rpically  structured  with  a  bank  financing  50  percent 
of  the  project,  the  504  mortgage  in  a  second  position  at  40  percent, 
and  the  owner  investing  at  least  ten  percent. 

There  are  approximately  300  certified  development  companies 
across  the  country  to  deliver  this  program  to  our  nation's  small 
businesses. 

Written  testimony  provides  supporting  data.  So  I  will  briefly 
summarize  NADCO's  position  on  the  budget  levels,  SBA  initiatives, 
503  prepayment,  and  the  Federal  Financing  Bank  prohibition  to  fi- 
nance 504  loans. 

The  authorization  for  the  current  fiscal  year  for  502  and  504 
combined  is  $1.2  billion,  with  appropriated  subsidy  for  $40  million 
in  502  and  $1  billion  in  504. 

Based  on  usage  to  date,  the  504  demand  for  this  year  will  be  be- 
tween $1.4  to  $1.5  billion.  Without  increased  authorization  and 
funding,  the  program  will  shut  down,  we  estimate,  in  July. 

NADCO  urges  the  Committee  to  increase  fiscal  year  1994  author- 
ization to  $1.5  billion  and  to  support  SBA's  reprogramming  of  ap- 
propriated and  available  funds  from  other  sources. 

The  Chairman.  Let  me  interrupt  you  at  that  point,  Mr. 
Lueckenotte.  Now,  as  just  said,  we  are  talking  about  1994.  It  is 
going  to  have  to  shut  down  in  July. 

Mr.  Lueckenotte.  That  is  correct. 

The  Chairman.  This  program  will  not  kick  in  until  October  1.  So 
it  is  going  to  take  an  increase  in  1995  to  accommodate  the  paying 
off  of  these  503s  and  refinancing  with  504s. 

So  for  next  year,  what  kind  of  an  authorization  would  it  require 
to  take  care  of  both  the  increased  demand  and  the  refinancing  of 
the  503  loans?  Just  give  us  your  best  shot. 

Mr.  Lueckenotte.  If  all  of  the  503s  would  refinance  into  504 — 
and  there  is  a  question  of  what  interest  rate  we  would  be  inter- 
ested in  refinancing — we  are  probably  looking  at  an  additional 
$300  million  to  refinance  503s. 

And  based  on  the  long-term  growth  rate,  the  long-term  being 
over  the  last  three  years  in  the  program,  combined  with  503  pre- 
payment, we  would  be  looking  at  close  to  $2.5  billion. 

The  Chairman.  For  1995? 
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Mr.  LUECKENOTTE.  For  1995.  For  fiscal  year  1995,  through  1997, 
NADCO  urges  you  to  support  the  Administration's  budget  request 
of  $2.3  billion,  $3.8  billion,  and  $5.7  billion.  Again,  this  is  without 
taking  into  consideration  503  prepayment  and  rollover  into  504. 

With  the  current  subsidy  rate  of  just  over  one  half  of  one  percent, 
one  dollar  of  appropriated  subsidy  leverages  over  $500  of  private 
capital  for  planned  expansion  and  acquisition.  And  we  are  creating 
or  retaining  one  job  for  every  $50. 

In  support  of  the  administrator's  efforts  to  improve  efficiency, 
NADCO  is  working  closely  with  the  agency  to  expand  the  number 
of  certified  development  companies  in  the  accredited  lender  pro- 
gram and  to  further  streamline  processing,  closing  and  servicing 
procedures. 

NADCO  strongly  opposes  one  facet  of  the  503  legislation.  Senate 
Bill  2061.  That  is  the  removal  of  the  prohibition  against  the  Fed- 
eral Financing  Bank  financing  504  loans. 

The  industry  has  worked  very  hard  to  reduce  the  rate  spread 
over  the  comparable  ten-year  Treasury  security  from  a  high  of  150 
basis  points  in  its  first  offering  in  1986  to  its  current  constant  60 
basis  point  spread,  as  shown  on  the  chart  in  the  last  page  of  my 
testimony. 

This  private  sector  financing  mechanism  is  working. 

And  FFB's  entry  would  seriously  disrupt  the  flow  of  low  cost  pri- 
vate capital  and  create  chaos  in  the  504  security  market. 

Mr.  Chairman,  we  ask  that.  If  it  ain't  broke,  don't  fix  it. 

It  was  FFB  that  demanded  a  503  prepayment  penalty  that  was 
market  interest  rate  driven.  And  their  inflexibility  has  left  us  with 
the  current  503  prepajrment  debacle. 

NADCO  urges  this  Committee  to  reject  the  Administration's  pro- 
posal to  put  FFB  in  the  504  funding  business. 

Lastly,  we  recognize  and  applaud  the  Chairman's  attempts  to 
rectify  the  503  prepayment  problem. 

NAJDCO  proposes  a  flat  percentage  penalty  of  the  503  borrower's 
outstanding  balance.  This  would  leverage  the  Administration's  pro- 
posed $30  million  to  reach  more  businesses. 

Most  503  borrowers  are  beyond  the  penalty  period  if  the  504  for- 
mula is  used,  which  would  dramatically  limit  the  number  of  503 
borrowers  that  would  get  relief. 

We  are  also  supporting  the  503  refinancing  into  the  504  program, 
and  the  CDCs  are  willing  to  reduce  their  origination  fee  from  the 
current  1.5  percent  to  one  half  of  one  percent  for  those  refinancing. 

Mr.  Chairman,  this  concludes  my  prepared  remarks. 

Thank  you,  again,  for  your  support.  And  I  would  be  happy  to  an- 
swer any  questions  you  might  have. 

The  Chairman.  Thank  you  very  much,  Mr.  Lueckenotte. 

[The  prepared  statement  of  Mr.  Lueckenotte  follows:] 
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Good  morning,  Mr.  Chairman  and  members  of  the  Committee.  I  am  Ken  Lueckenotte, 
President  of  the  National  Association  of  Development  Companies  (NADCO),  and  also 
Executive  Director  of  Rural  Missouri,  Inc.,  a  Certified  Development  Company,  of  Jefferson 
City,  Missouri.  Mr.  Chairman,  it  is  well  known  that  you  are  a  long-time  supporter  of  this 
successful  economic  development  program.  I  want  to  thank  the  Chairman  and  the  Committee 
for  your  longstanding  and  generous  support  for  the  503/504  programs  over  the  past  thirteen 
years.  I  also  want  to  thank  you  for  this  opportunity  to  comment  on  the  FY  1995  budget,  as 
well  as  other  issues  pertinent  to  this  important  economic  development  program. 

For  those  who  might  not  be  so  familiar  with  the  504  program,  its  sole  objective  is  to 
provide  growth  capital  to  deserving  and  creditworthy  small  businesses  in  order  to  create  or 
retain  jobs  in  both  rural  and  urban  communities.  This  innovative  program  combines  the 
guaranty  authority  of  the  U.  S.  Small  Business  Administration  with  the  capital  formation 
abilities  of  both  commercial  banks  and  the  nation's  public  finance  markets. 

Under  the  program,  growing  and  profitable  small  businesses  borrow  long  term  funds  for 
investment  in  new  commercial  construction,  plant  expansion  or  equipment  acquisition.  Every 
project  fmanced  with  the  SBA  504  program  must  create  a  minimum  of  one  job  for  each 
$35,000  of  504  loan  authority  used,  or  meet  other  recognized  SBA  economic  development 
goals. 

Overall  project  financing  sources  are  typically  split  between  50%  bank  lending,  40% 
SBA-guaranteed  10  or  20  year  bonds  sold  to  private  investors,  and  a  minimum  of  10%  new 
owner  equity.  The  maximum  amount  of  the  guaranteed  504  bond  for  a  single  project  is  $1 
million. 

To  deliver  the  504  program  to  small  businesses,  the  SBA  has  authorized  the  certification 
of  approximately  300  Certified  Development  Companies  covering  every  urban  and  most  rural 
areas  in  the  country.  Except  for  about  ten  of  these  companies  which  are  for  profit,  CDCs  are 
"not-for-profit"  community-based  corporations,  focusing  on  economic  development  and  job 
creation  programs. 


FISCAL  YEAR  1994  BUDGET 

First,  I'd  like  to  address  the  current  status  and  expected  needs  of  the  program  for  the 
remainder  of  FY  94.  The  authorization  level  for  this  year  is  $1 .2  billion  for  502  and  504 
combined.  The  appropriated  funds  are  $40  million  for  502  and  $1  billion  for  504,  for  a  total 
of  $1.04  billion.  The  expanding  economy  has  placed  substantial  pressure  on  the  502  and  504 
programs.  In  order  to  meet  the  critical  capital  needs  of  small  businesses  across  the  country, 
CDCs  have  worked  extremely  hard  to  package,  close  and  service  a  record  number  of  loans  this 
year.  These  efforts  have  resulted  in  a  record  number  of  jobs  being  created  or  retained  in 
growing  small  and  medium  sized  businesses. 
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Based  on  504  approvals  for  FY  94  to  date  and  historical  lending  patterns,  we  forecast  a 
fiscal  year-end  requirement  of  between  $1.4  and  $1.5  billion  in  504  loans.  Without  an 
increase  in  the  program's  authorization  and  appropriation  amounts,  CDCs  and  the  SBA  will 
face  a  serious  funding  shortfall  by  July  of  this  fiscal  year.  NADCO  urges  the  committee  to 
increase  the  authorization  for  FY  94  to  $1.5  billion,  as  well  as  to  support  an  increase  in  504 
program  funding  through  reprogramming  of  available  and  appropriated  SBA  funds  from  other 
sources.  These  actions  will  enable  CDCs  to  continue  working  towards  the  Administration's 
and  Congress'  goal  of  economic  recovery  through  small  business  job  creation. 

Mr.  Chairman  and  members  of  the  Committee,  while  the  recovery  is  well  underway, 
jobs  are  being  created  primarily  by  small  to  medium  sized  businesses.  These  are  the  segments 
of  industry  which  continue  to  require  new  capital  for  plant  and  equipment  financing  to  keep 
adding  those  new  jobs.  The  504  program  is  targeted  directly  at  satisfying  these  credit  needs. 

FISCAL  YEAR  1995  -  1997  504  BUDGETS 

The  504  program  has  shown  an  accelerating  growth  rate  since  inception,  but  in  the  past 
three  years  has  grown  at  an  annual  rate  of  over  30% ,  due  primarily  to  the  substantial  reduction 
in  commercial  bank  lending  to  creditworthy  small  businesses.  During  the  recent  economic 
crisis  which  caused  massive  job  cutbacks  by  Fortune  500  companies,  and  huge  financial  losses 
from  the  resulting  shrinkage  of  business,  the  504  program  continued  to  provide  capital  to  small 
businesses  which  created  tens  of  thousands  of  new  jobs.  At  the  same  time,  the  loan  losses 
suffered  by  SBA  (and  ultimately  the  U.  S.  taxpayer)  from  the  504  program  loans  continued  at 
an  extremely  low  rate. 

Additionally,  this  program  has  continued  to  attract  new  private  capital  for  the  small 
business  borrower.  Three  years  ago,  in  addition  to  504  loans,  this  program  leveraged  about 
$730  million  in  conventional,  non-SBA  guaranteed  funding  for  504  projects.  This  year,  it  will 
attract  over  $2  billion  in  conventional  loans.  This  will  occur  during  a  time  v/hea  commercial 
banks  continue  to  be  reluctant  to  provide  small  business  loans. 

At  the  same  time  the  program  is  growing,  the  cost  to  the  small  business  borrower 
continues  to  be  below  those  interest  rates  offered  by  many  commercial  lenders.  Over  the  past 
six  and  one-half  years,  private  investors  nationwide  have  become  familiar  and  comfortable 
with  the  504  debentures  that  we  sell  in  the  market.  A  large  measure  of  this  comfort  comes 
from  the  quality  of  the  program  which  has  resulted  in  a  very  low  rate  of  defaults  and 
prepayments.  The  result  has  been  a  steady  decline  in  the  interest  rate  spread  we  pay  over  a 
comparable  Treasury  maturity  from  150  basis  points  at  the  start  of  the  program  to  60  basis 
points  today.  As  a  result,  our  current  low  rates  of  less  than  8%  for  our  twenty  year  issues, 
have  enabled  us  to  provide  capital  hungry  small  businesses  with  inexpensive  funds  for 
expansion  while  they  conserve  precious  cash  for  debt  service,  operating  expenses  and 
particularly  for  further  business  growth. 
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Mr.  Chairman,  for  all  of  these  reasons,  we  believe  it  is  imperative  that  Congress 
continue  to  support  this  highly  effective  SBA  job  creation  program.  The  Administration's 
requested  program  funding  is: 

FY  1995  -  $2.3  biUion 
FY  1996  -  $3.8  billion 
FY  1997  -  $5.7  biUlon 

We  strongly  support  the  Administration's  funding  request.  The  program's  performance 
over  the  past  seven  years  has  shown  it  to  be  one  of  the  Federal  government's  most  efficient 
and  effective  job  creation  tools  available,  with  well  over  350,000  jobs  created  or  retained  to 
date  in  local  communities.  This  has  been  achieved  at  a  subsidy  cost  to  the  U.  S.  taxpayer  of 
barely  iRSn  pffrjnh.   We  believe  that  the  504  program  has  a  track  record  unparalleled  by  any 
other  Federal  program.  We  urge  that  this  committee  suppon  the  Administration  through 
approval  of  this  budget  request. 

ADMINISTRATOR'S  AGENCY  INITIATIVES 

The  Administrator  has  initiated  a  number  of  new  or  pilot  programs  for  the  Small 
Business  Administration.   We  support  his  efforts  to  provide  improved  financial  assistance  to 
the  nation's  many  small  businesses  while  promoting  cost  effectiveness  in  the  delivery  of  SBA's 
services.  We  would  like  to  comment  on  some  of  his  new  initiatives. 

Our  industry  is  very  concerned  about  the  impact  of  increasing  workloads  on  the  loan 
approval  and  servicing  staffs  of  district  offices.  The  SBA  is  implementing  a  centralized 
servicing  program  now  in  its  Fresno,  CA,  office  in  order  to  gain  efficiencies  through 
consolidation  of  similar  functions.  Feedback  from  our  member  CDCs  in  the  affected  SBA 
regions  show  that  this  program  is  increasing  the  service  level  to  both  borrowers  and  CDCs. 
We  applaud  and  support  this  effort,  and  endorse  the  extension  of  such  innovation  to  other  SBA 
regions  as  the  process  is  refined. 

SBA  has  also  recently  created  a  "Re-inventing  504"  effort  to  develop  new  and  innovative 
procedures  for  directly  improving  the  delivery  of  this  loan  program  to  small  businesses.  In 
support  of  this  initiative,  NADCO  (the  CDC  national  trade  association)  has  solicited  input 
from  its  members  and  formed  a  task  force  of  experienced  CDC  personnel  to  assist  SBA  in 
defining  and  implementing  new  policies  and  procedures.  The  first  report  of  that  task  force  has 
been  delivered  to  the  SBA  program  office  for  its  consideration. 

SBA  and  NADCO  have  worked  together  for  the  last  two  years  on  a  pilot  program  to 
speed  up  the  application  and  approval  process  for  504  loans.  This  program,  know  as  the 
Accredited  Lender  Program,  is  modeled  after  the  very  successful  7(a)  CLP  and  PLP  programs 
now  used  by  many  large  commercial  lenders.  The  goal  of  the  pilot  is  to  identify  the  most 
experienced  CDCs,  and  to  create  procedures  which  enable  SBA  loan  and  servicing  officials  to 
rely  on  CDC  expertise  in  processing  loans  rapidly,  without  changes  in  loan  underwriting 
standards. 
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The  ALP  pilot  has  been  shown  to  be  effective  in  the  small  number  of  CDCs  and  SBA 
field  offices  where  it  has  been  implemented.  NADCO  has  recommended  to  the  SBA  Re- 
inventing 504  committee  that  ALP  be  expanded  to  an  increased  number  of  experienced  CDCs 
across  the  country.  As  part  of  this  initiative,  we  have  also  recommended  a  number  of 
substantial  technical  changes  to  the  504  program  which  will  further  streamline  SBA  loan 
processing,  increase  consistent  program  delivery  to  businesses  nationwide,  and  result  in  real 
cost  savings  when  fully  implemented.  The  industry  task  force  will  continue  to  work  in  support 
of  the  Administrator's  efforts  to  identify  efficiencies  and  to  eliminate  redundant  processing 
steps  that  create  roadblocks  and  add  unnecessary  expenses  for  small  business  borrowers,  and 
we  will  keep  you  informed  of  our  progress  in  these  areas. 

As  calculated  by  the  Administration,  a  subsidy  rate  of  approximately  one-half  percent 
has  historically  been  assigned  to  this  program  for  budgeting  purposes.  Our  industry  is 
committed  to  high  quality  loan  underwriting.  We  are  currently  working  with  the 
Administration  and  with  Colson  Services  Corporation  to  produce  a  study  on  our  portfolio 
quality.  This  study  is  expected  to  be  completed  within  several  months  and  should  provide 
additional  independent  information  on  the  continuing  quality  of  our  portfolio. 

503  PREPAYMENT  PREMIUM 

When  NADCO  testified  last  year,  and  in  previous  years,  we  requested  that  the  Federal 
government  address  the  issue  of  the  onerous  rates  of  interest  paid  by  small  business  borrowers 
under  the  old  503  program.  While  earlier  attempts  to  find  a  solution  were  not  successful. 
Congress  and  the  Administration  are  again  seeking  a  solution  to  this  continuing  problem.  We 
applaud  the  Committee's  and  the  Administration's  efforts.  We  support  your  efforts  to 
structure  an  equitable  solution  to  this  issue. 

However,  Mr.  Chairman,  we  are  strongly  opposed  to  one  facet  of  this  legislation.  That 
is  the  proposal  to  eliminate  the  statutory  prohibition  against  Treasury  and  the  Federal 
Financing  Bank  providing  financing  through  the  purchase  of  504  debentures.  We  have  several 
reasons  for  taking  this  position. 

First,  as  the  Administration's  own  Statement  of  Need  and  Purpose  for  H.  R.  4298,  a 
House  Bill  similar  to  S.  2061  indicated,  there  is  only  one  major  problem  with  the  503 
program:  the  prepayment  penalty.  Mr.  Chairman,  that  penalty  is  there  because  the  Federal 
Financing  Bank  (FFB),  a  facility  within  the  U.  S.  Treasury,  demanded  it  of  the  SBA  when  the 
503  program  was  created.  This  issue,  more  than  any  other,  reveals  the  major  difference 
between  the  FFB  and  other  Federal  government  units  that  are  charged  with  administering 
Congressionally-mandated  programs. 

The  FFB  is  a  funding  mechanism  for  the  Federal  government.  Other  agencies  and 
departments,  such  as  the  SBA,  serve  the  American  people  through  the  implementation  of 
policies  set  by  the  Congress  and  the  Administration.  The  FFB's  goal  is  to  minimize  funding 
cost  and  maximize  interest  income,  regardless  of  the  impact  on  individual  programs  such  as 
small  business  lending.  The  503  prepayment  issue  that  this  committee  is  now  grappling  with  is 
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the  result  of  the  FFB's  focus  on  these  funding  goals,  rather  than  economic  development  needs 
through  service  to  communities  and  private  businesses.  NADCO  does  not  believe  that  the 
FFB's  policies  have  changed  since  the  503  program  was  created.  We  do  not  believe  FFB  can 
be  supportive  of  SEA  efforts  to  provide  efficient,  yet  flexible  financing  for  small  businesses 
needs.  However,  we  do  believe  that  it  is  the  history  of  the  FFB  and  the  nature  of  bureaucracy 
that,  if  this  prohibition  is  removed,  cause  will  soon  be  found  to  return  the  504  program 
financing  to  the  FFB. 

Second,  through  your  support  over  the  years,  Mr.  Chairman,  the  504  program  has 
developed  into  a  cost  effective  financing  vehicle  which  is  a  small  business' s  "window  to  Wall 
Street" .  Over  the  last  year  every  major  investment  manager  has  begun  focusing  on  small 
business  credit  securitization.  This  is  currently  one  of  the  most  intensely  studi«i  investment 
areas  in  the  markets  today.   Yet  asset  securitization  has  been  with  us  through  the  504  program 
since  December  1986.  Today,  both  investors  and  underwriters  vie  for  our  pools  of  small 
business  loans.  In  fact,  the  market  is  so  strong  that  the  cost  of  borrowing  for  the  small 
business  utilizing  504  has  dropped  even  more  dramatically  than  market  rates  during  the  past 
few  years. 

Included  with  my  testimony  is  a  chart  that  compares  the  spreads  of  the  504  debentures 
and  the  GNMA  security  with  a  10-year  Treasury  Bond.  The  present  spread  is  currently 
equivalent  to  the  standard  1/8  of  1%  that  the  FFB  charges,  plus  the  market's  1/2%  valuation 
of  our  call  feature.  We  assume  the  FFB's  valuation  would  be  similar  to  the  market's.    As  you 
can  see,  the  spread  that  our  program  Fiscal  Agent,  Development  Company  Funding 
Corporation,  negotiates  with  Wall  Street  is  far  below  that  of  GNMA,  an  agency  with 
financings  hundreds  of  times  the  size  of  the  504  issues. 

It  is  clear  that  the  private  investment  community  has  responded  to  the  504  program 
funding  needs  as  Congress  intended.  Our  underwriters  and  our  investors  assure  us  that  the 
reason  the  504  debentures  now  sell  at  sixty  basis  points  above  the  Treasury  security  is  the 
design  of  our  program,  from  the  Trust  arrangement  to  the  fiscal  agency,  and  more 
importantly,  the  quality  and  stability  of  the  loans  in  our  pools.  Conversely,  we  are  also 
assured  that  investors  do  not  like  uncertainty  or  disinvestment  at  inappropriate  times.  If  our 
default  rates  increase,  our  spreads  and  the  cost  to  the  small  business  borrowers  will  soar.  That 
is  our  market  test,  our  discipline,  and  our  incentive  to  maintain  our  strong  underwriting 
standards  and  portfolio  quality.  It  is  therefore  surprising  and  of  concern  to  NADCO  that  the 
Administration  would  contemplate  tearing  down  this  cost-effective  private  sector  financing 
program,  in  favor  of  a  return  to  an  old  government-funded  program  which  has  since  generated 
so  many  headaches  for  borrowers,  the  SBA,  the  Congress,  and  ultimately  the  American 
taxpayer. 

Third,  a  return  to  financing  by  the  Federal  Financing  Bank  is  tantamount  to  creating  a 
direct  lending  program,  since  the  Congress  would  need  to  fully  appropriate  the  entire  loan 
authority  rather  than  only  the  guaranty  cost  (currently  well  under  1%).  Ms.  Cassandra  Pulley, 
SBA  Deputy  Administrator,  testified  before  the  House  Committee  on  Small  Business  on  April 
28,  1994.  In  her  statement,  she  reviewed  the  reasons  for  the  SBA  recommending  that 
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Congress  change  the  successful  new  microloan  program  from  a  direct  loan  to  a  guaranty 
program.  Among  the  Administration's  reasons  are  that  SBA  will  'realize  a  significant  cost 
savings  from  the  reduction  of  our  administrative  role"  and  'demand  for  the  program  will 
outstrip  any  future  direct  loan  appropriations  that  could  be  generated  given  the  budget  deficits. 
Moving  to  a  guaranty  program  will  allow  the  SBA  to  meet  expanded  needs  without  exacting  a 
proportionally  expanded  administrative  requirement  on  the  budget.' 

Mr.  Chairman,  we  ask  why  the  Administration  would  seek  to  shift  a  $60  million  direct 
loan  program  to  a  guaranty  funding  mechanism  in  order  to  gain  efficiencies,  while  reverting  a 
$2  billion  program  to  a  direct  loan  funding  vehicle  within  the  Federal  Financing  Bank.  We 
can  only  imagine  the  extraordinary  administrative  and  cost  burdens  which  would  be  placed 
upon  the  SBA  staff  were  it  to  assume  responsibility  for  a  504  direct  loan  program.  We  believe 
this  shift  would  make  the  504  program  less  efficient  at  a  time  when  SBA  staff  is  barely  able  to 
keep  up  with  demand.  This  could  result  in  higher  loan  losses  as  underwriting  standards 
slackened  without  the  private  sector  "market  test"  of  credit  quality  for  the  loan  pools. 

This  Congress,  the  staff  at  SBA,  NADCO,  and  our  Wall  Street  underwriters  have 
worked  very  hard  to  gain  acceptance  Irom  the  private  sector  for  the  504  debenture.  Our 
success  is  shown  by  the  cost  of  borrowing  for  this  program.  The  program  provides  very 
attractive  long  term  rates  for  the  borrower,  is  inexpensive  to  administer  by  SBA,  and  is 
flexible  and  responsive  to  changing  market  conditions.  We  urge  this  Committee  to  reject  the 
Administration's  proposal  to  put  the  Federal  Financing  Bank  in  the  504  funding  business.  We 
believe  it  will  lead  to  an  inflexible,  bureaucratic,  and  costly  program  which  will  not  serve  the 
small  business  community  well. 

NADCO  supports  the  efforts  of  the  Congress  and  the  Administration  to  identify  an 
acceptable  and  fiscally  viable  alternative  to  the  existing  503  prepayment  penalty  mandated  by 
the  Federal  Financing  Bank.  The  Congress  and  the  Administration  are  in  the  midst  of  a  major 
effort  to  reduce  the  deficit.  NADCO  is  especially  appreciative  of  this  Committee's 
deliberations  concerning  this  penalty  on  behalf  of  the  503  borrowers  under  such  circumstances. 
We  recognize  that  it  will  be  difficult  to  obtain  funding  for  503  borrower  relief. 

In  addressing  an  appropriate  structure  for  503  prepayment  relief,  NADCO  focused  on 
two  basic  precepts:  First,  we  are  concerned  that  the  proposed  $30  million  authorization 
provide  relief  to  as  many  affected  small  business  concerns  as  possible.  Second,  we  believe 
every  503  borrower  should  bear  some  burden  of  penalty  for  the  early  payoff  of  their 
government-guaranteed  loan,  especially  since  many  might  not  have  obtained  any  credit  without 
the  assistance  of  the  SBA.  Although  the  prepayment  penalties  on  these  loans  are  often  onerous 
and  the  size  of  the  penalties  was  unanticipated,  they  were  nonetheless  business  agreements 
under  which  most  borrowers  enjoyed  below  market  rates  for  at  least  some  portion  of  their  loan 
period. 

Therefore,  we  propose  that,  instead  of  using  the  set  timetable  and  formula  of  the  504 
program,  the  Congress  consider  a  flat  percentage  penalty  for  each  borrower  who  wishes  to 
prepay.  We  recommend  that  every  prepaying  borrower  be  assessed  a  fixed  prepayment 
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penalty  of  a  specified  percentage  of  the  remaining  loan  balance,  with  this  penalty  going 
towards  extending  the  pool  of  fiinds  available  to  pay  for  this  prepayment  program.  We 
suggest  a  range  of  5  to  10%  for  this  fixed  rate  penalty.  Our  industry  seriously  considered  7% 
as  our  recommended  rate,  which  our  research  shows  is  about  the  average  balance  in  each 
borrower's  loan  reserve  account. 

Such  a  method  of  calculating  the  prepayment  penalty  can  be  easily  computed  by  field 
offices.  It  is  certainly  less  onerous  than  the  penalty  created  by  the  Federal  Financing  Bank  for 
the  503  program  and  would  provide  meaningful  relief  to  the  majority  of  borrowers. 

We  support  the  Administration's  proposal  to  allow  503  borrowers  to  refinance  their 
existing  debt  using  the  504  program.  As  indicated  in  this  testimony,  we  continue  to  see  large 
commercial  lenders  reluctant  to  provide  credit  to  small  businesses.  Over  the  last  decade,  many 
commercial  buildings  financed  by  the  503  program  have  failed  to  appreciate  in  value,  many 
actually  depreciating.  Additionally,  the  loan  balances  on  these  long  term  503  loans  remain 
relatively  high.   As  a  result,  without  the  ability  to  replace  503  loans  with  504  financing,  the 
most  severely  impacted  companies  will  not  be  able  to  take  advantage  of  503  prepayment  relief. 

To  offset  some  of  the  sacrifice  we've  proposed  that  the  503  borrowers  make  through  this 
prepayment  penalty,  the  CDC  industry  is  prepared  to  assist  borrowers  who  need  to  refinance 
through  use  of  the  504  program.  We  propose  that  the  industry  reduce  its  504  origination  fee 
paid  to  CDCs  from  the  normal  one  and  one-half  percent  to  one-half  percent  for  loans  which 
shift  from  503  to  new  504  loans.  We  believe  this  fee  reduction  will  enable  more  borrowers  to 
take  advantage  of  the  Administration's  prepayment  offer. 

In  closing,  we  deeply  ^)preciate  the  strong  leadership  and  continued  commitment 
demonstrated  by  you  and  the  Committee.  We  support  the  Administrator's  renewed  focus  on 
the  business  "customer"  by  SBA  staff,  and  hope  that  the  agency  will  continue  to  aggressively 
expand  its  role  in  the  nation's  economic  recovery.  America's  new  jobs  will  come  from  small 
business  during  the  next  decade,  and  the  Small  Business  Administration  should  be  the  agency 
to  lead  the  Federal  government's  efforts  to  facilitate  and  support  this  job  growth.  Our 
membership  stands  ready  to  assist  the  Congress  and  the  Administrator  in  our  combined  efforts 
to  bring  the  504  economic  development  program  benefits  to  more  small  businesses  across  the 
country. 

Mr.  Chairman,  this  concludes  my  prepared  remarks.  I  would  be  pleased  to  answer  any 
questions  you  or  the  Members  might  have. 
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The  Chairman.  Now,  you  said  we  are  going  to  run  out  of  money 
in  July. 

We  are  at  $1.2  billion  right  now,  for  this  year,  1994.  And  we  are 
contemplating  a  short  authorization  for  this  year,  getting  a  fast  bill 
through  so  that  we  do  not  shut  down  the  fuel  line,  and  increase 
from  $1.2  billion  to  $1.5  biUion  for  1994.  Will  that  be  sufficient? 

Mr.  LUECKENOTTE.  Yes.  It  will. 

The  Chairman.  It  is  an  additional  $300  million  to  take  us 
through  September  30th. 

Mr.  LuECKENOTTE.  Mr.  Chairman,  the  reason  why  I  am  saying 
we  will  be  out  of  money  in  July  is  because  the  subsidy  is  only  ap- 
proved for  $1  billion  instead  of  $1.2  billion. 

The  Chairman.  Apparently,  the  Administration  wants  $2.3  bil- 
lion for  1995,  but  that  does  not  include  roughly  $300  million  that 
we  are  contemplating  under  this  bill  to  refinance  those  503s.  We 
could  very  well  have  to  go  to  $2.6  billion. 

Mr.  LUECKENOTTE.  That  is  correct,  Mr.  Chairman. 

The  Chairman.  And  my  guess  is  that  we  increase  the  authoriza- 
tion this  year  by  $300  million,  that  $2.3  billion  we  were  talking 
about  for  next  year  is  going  to  go  up,  too.  I  tell  you,  this  program 
is  really  soaring,  is  it  not? 

Mr.  LUECKENOTTE.  Yes.  It  is.  Part  of  it  is  due  to  the  low  interest 
rates.  We  do  not  know  what  is  going  to  happen  as  interest  rates 
continue  to  rise.  But  the  last  three  years  have  been  tremendous, 
and  this  year  particularly. 

The  Chairman.  What  is  the  average  interest  rate  running  right 
now  in  504  loans? 

Mr.  LUECKENOTTE.  The  loans  that  were  funded  in  the  month  of 
May,  the  overall  effective  rate,  including  fees  on  a  20-year  fixed 
rate,  was  approximately  8.3  percent. 

The  Chairman.  That  is  pretty  remarkable,  is  it  not? 

Mr.  LUECKENOTTE.  It  is. 

The  Chairman.  Is  that  because  the  default  rate  is  so  low? 

Mr.  LUECKENOTTE.  Partly  because  of  the  default  rate  being  low, 
also  partly  because  of  the  low  number  of  prepayments. 

We  owe  a  lot  of  credit  to  the  underwriters,  the  fiscal  agent  for 
educating  the  private  investors  on  this  program.  We  have  been  tak- 
ing it  to  market  now  for  over  seven  years  on  a  regular  monthly 
basis  on  the  20-year,  and  quarterly  on  the  ten-year.  The  volume  is 
increasing.  They  know  it  is  there.  And  they  have  accepted  it. 

The  Chairman.  Do  you  know  why  the  Administration  wants  to 
go  back  to  the  Federal  Financing  Bank? 

Mr.  LUECKENOTTE.  No,  sir.  I  do  not. 

The  Chairman.  I  don't  either.  We  have  an  Administration  wit- 
ness here.  I  guess  we  can  find  out  from  her,  but  I  can  tell  you,  if 
the  creek  does  not  rise,  we  are  not  going  to  do  that. 

Mr.  LUECKENOTTE.  We  would  appreciate  that,  very  much,  Mr. 
Chairman. 

The  Chairman.  Well,  here  is  a  program  that  is  working  very 
well.  We  have  a  one-half  of  one  percent  subsidy,  and  there  are  very 
few  things  around  here  you  can  say  that  about. 

So  unless  there  is  some  compelling  reason,  which  alludes  me  at 
this  moment,  we  are  just  not  going  to  do  that. 
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Mr.  LuECKENOTTE.  One  other  point  that  I  would  make  on  the 
spread  that  we  currently  see  through  the  private  markets:  As  you 
are  aware,  there  is  a  prepayment  privilege  under  the  504  program. 

As  in  any  other  program,  there  is  always  a  cost  attached  to  that 
privilege.  And  no  matter  who  you  go  to  to  finance  our  debentures 
there  is  going  to  be  that  cost. 

So  when  we  talk  about  a  60  basis  point  spread  over  a  comparable 
Treasury  security,  we  do  not  see  where  FFB  would  offer  any  better 
rate  than  what  we  are  getting  right  now  through  the  private  mar- 
kets. 

The  Chairman.  Ms.  Johnson,  what  is  the  balance  on  your  note 
right  now?  Did  you  say  you  were  paying  14  or  15  percent  interest? 

Ms.  Johnson.  It  is  just  a  little  above  11.  So  based  on  the  present 
legislation,  that  would  not  even  apply  to  our  refinancing  our  build- 
ing. 

The  Chairman.  Say  that  again. 

Ms.  Johnson.  Our  interest  rate  is  below  the  12  percent.  So 
therefore  we  would 

The  Chairman.  At  least  you  would  not  initially  be  eligible. 

Ms.  Johnson.  I  would  not,  initially,  be  eligible.  We  borrowed 
$177,000.  We  owe  $154,000  plus  $57,000.  In  addition  to  that,  our 
bank  has  sold  our  loan  three  times. 

So  we  cannot  go  back  and  negotiate  with  our  original  bank, 
which  means  we  have  added  costs  in  going  out  and  getting  a  new 
loan  in  order  to  comply  with  the  building  regulations  and  that  sort 
of  thing.  So  it  is  compounded. 

I  would  like  to  make  one  other  comment,  too. 

On  the  survey  that  I  did,  of  the  2,000,  I  asked  them,  "If  you  need 
to,  want  to,  or  will  refinance,  would  you  please  return  the  survey?" 

And  a  little  over  20  percent  needed  to  because  of  estate  settling 
or  expansion  or  retirement.  I  do  not  believe  that  every  503  loan 
owner  is  going  to  turn  around  and  take  out  a  504. 

I  know,  in  my  case,  I  am  too  old.  I  cannot  turn  around  and  take 
a  504,  because  I  would  be  in  this  loan  until  I  am  72  years  old. 

The  Chairman.  So  what  you  are  saying  is  you  are  going  to  con- 
tinue paying  on  your  503  loan  even  if  this  bill  passes. 

Ms.  Johnson.  No.  I  am  going  to  pay  it  off  and  finance  in  a  com- 
mercial bank. 

The  Chairman.  You  are  going  to  a  commercial  bank, 

Ms.  Johnson.  I  am  going  to  a  commercial  bank. 

The  Chairman.  What  interest  rate  do  you  expect  to  pay  if  you 
refinance  today? 

Ms.  Johnson.  Seven  and  a  half,  that  is  what  I  am  paying  on  the 
building. 

The  Chairman.  Seven  and  a  half? 

Ms.  Johnson.  Yes.  And  maybe 

The  Chairman.  By  the  time  Alan  Greenspan  gets  through  with 
it,  it  may  be  a  lot  higher. 

Ms.  Johnson.  That  is  true.  Then  today  it  went  up  again.  And 
every  time  it  does,  I  just  get  a  little  sicker  at  heart,  because  it  is 
costing  our  little  company  $10,000  in  additional  interest  just  to 
keep  this  going.  I  have  watched  this  thing  go  from  much  lower  to 
getting  much  higher. 
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Mr.  Moore  and  I  have  worked  very  closely  together  on  this  issue. 
And  he  is  prepared  to  go  to  a  private  lender.  He  does  not  want  to 
go  to  the  SBA.  I  have  to  say  that  many  of  us  will  be  very  fearful 
to  go  to  the  SBA. 

The  Chairman.  How  old  is  your  loan? 

Ms.  Johnson.  We  took  it  out  in  1984,  so  it  is  very  close  to  ten 
years. 

The  Chairman.  Almost  ten  years. 

Ms.  Johnson.  Yes. 

The  Chairman.  Now,  staff,  do  I  understand  this  right,  that  in 
her  case,  if  she  has  had  her  loan  for  ten  years,  and  she  refinanced 
with  a  commercial  bank,  she  would  only  be  penalized,  say,  ten  per- 
cent of  one  year's  interest,  is  that  correct? 

Senate  Staff.  She  has  had  it  ten  years.  Is  it  a  20-year  loan? 

Ms.  Johnson.  It  is  a  25-year  loan. 

Senate  Staff.  Oh,  yes.  It  would  be. 

The  Chairman.  So  if  it  were  12  V2  years  old,  then  you  would  be 
home  free.  But  you  will  have  to  pay  a  small  penalty. 

Ms.  Johnson.  That  is  correct.  But  that  is  still  better  than 
$57,000 

The  Chairman.  Yes. 

Ms.  Johnson  [continuing].  Out  of  our  life  insurance. 

The  Chairman.  Well,  if  there  are  enough  people  like  you  out 
there,  Ms.  Johnson,  $30  million  might  be  enough  to  refinance  ev- 
erybody who  wants  to  refinance. 

What  do  you  think,  Mr.  Lueckenotte? 

Mr.  Lueckenotte.  Well,  I  was  looking  at  some  numbers  that  the 
SBA  put  together  a  couple  of  months  ago.  And  they  had  different 
scenarios  based  on — and  another  variable  that  goes  into  this  is 
what  the  current  rate  is,  or  the  rate  at  the  time  of  prepayment. 

Based  on  the  $30  million  and  interest  rates  back  in  February,  we 
would  only  get  down  into  the  12  percent  range.  And  I  believe  that 
was  if  100  percent  prepaid. 

Then  there  were  scenarios  that  if  75  percent  prepaid,  we  would 
be  down,  I  think,  at  the  12  percent  rate,  and  so  on.  At  best,  we 
thought  we  would  get  down  to  about  11  percent  under  the  Adminis- 
tration's proposal. 

The  Chairman.  Okay. 

Mr.  Lueckenotte.  One  other  comment,  if  I  may,  Mr.  Chairman. 
In  the  503  program,  as  you  are  probably  aware,  there  was  a  re- 
serve account  that  was  established  on  the  front-end. 

And  that  reserve  account  belongs  to  the  small  business  concern 
and  is  accruing  interest  during  the  life  of  the  loan  as  well. 

The  Chairman.  Dr.  Troutman,  you  were  the  one  that  said  you 
were  paying  14  percent,  are  you  not? 

Dr.  Troutman.  That  is  correct. 

The  Chairman.  How  old  is  your  loan? 

Dr.  Troutman.  Mine  is  a  15-year  loan. 

The  Chairman.  And  how  long  have  you  had  it? 

Dr.  Troutman.  Since  1984. 

The  Chairman.  So  you  are  coming  up  on  10  years? 

Dr.  Troutman.  That  is  correct,  in  July. 
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The  Chairman.  And  in  looking  over  your  statement  last  night, 
you  cataloged  how  many  veterinarians  you  have  added  to  your 
group  and  how  your  business  continues  to  grow. 

It  is  very  difficult  to  expand  without  some  relief  on  this.  The  one 
thing  the  Administration  does  not  score  is  that  a  lot  of  these  people 
are  going  to  be  able  to  expand  and  create  more  jobs  if  they  are  per- 
mitted to  pay  these  loans  off  without  penalty. 

Dr.  Troutman.  Yes,  that  is  one  of  our  points. 

The  Chairman.  Well,  you  made  it  very  well.  I  probably  would  not 
have  thought  about  that,  but  I  thought  you  made  that  point  well. 

Ms.  Johnson,  did  you  want  to  add  something  else? 

Ms.  Johnson.  Well,  the  loan  is  on  the  503.  Why  I  do  not  believe 
everyone  will  turn  around  and  if  they  are — some  of  them  run  as 
low  as  7  percent.  Some  of  them  are  ranging  from  7  to  15  percent. 

I  do  not  believe  that  those  folks  will  want  to  refinance  unless 
they  are  faced  with  retirement  or  death  or  expansion. 

The  Chairman.  Those  would  be  pretty  old  loans,  would  they  not? 
If  somebody  has  got  a  seven  and  half  percent  loan,  seven  percent, 
or  would  they 

Ms.  Johnson.  Not  necessarily. 

The  Chairman.  I  cannot  remember  since  1986  when  anybody 
could  have  gotten  a  7-percent  loan  until  the  last  24  months. 

Mr.  Lueckenotte. 

Mr.  Lueckenotte.  I  believe  in  the  last  year  or  year  and  a  half 
of  503  funding,  there  were  some  503  borrowers  down  in  the  7  per- 
cent range,  because  I  think  those  were  funded  either  in  the  latter 
part  of  1986  as  504,  which  was  coming  on  board,  or  those  503's 
that  were  approved  but  not  funded  until  1987.  But  there  are  some. 

The  Chairman.  Well,  Ms.  Johnson,  let  me  say  that  I  will  do  my 
very  best  to  take  care  of  the  concern  you  have,  since  you  have  a 
loan  at  11  percent. 

I  am  going  to  do  my  best  not  to  discriminate  against  you,  which 
is  the  term  you  used  in  your  written  statement.  And  I  could  not 
agree  with  you  more. 

If  I  was  sitting  out  there  wanting  to  refinance,  and  I  had  an  11, 
11.5  percent  loan  and  the  cut-off  was  12,  I  would  feel  terribly  put 
upon,  and  particularly  if  I  had  been  straining  for  10  years  to  keep 
my  head  above  water. 

Ms.  Johnson.  We  have  lived  up  to  our  contract. 

They  said  to  us,  "We  want  you  to  add  jobs.  We  will  give  you  this 
loan  if  you  add  jobs." 

We  built  our  business  from  0  to  29  employees.  I  think  we  have 
done  our  part. 

The  Chairman.  You  are  a  classic  small  business,  people  that  we 
ought  to  be  helping.  I  hate  to  get  personal,  I  spoke  on  the  floor  yes- 
terday afternoon  about  my  son.  And  he  told  me  to  never  mention 
him  on  the  floor  of  the  Senate.  [Laughter.] 

The  Chairman.  But  I  am  so  proud  of  him,  really,  because  he  and 
a  high  school  and  college  buddy  started  out  baking  cookies  at  a  res- 
taurant. When  it  closed  at  9  o'clock  at  night,  they  would  go  out  and 
bake  until  midnight.  And  then  they  would  go  out  and  sell  their 
cookies  the  next  day. 

For  5  years  it  was  a  loser;  they  did  not  have  much  to  lose.  And 
when  they  finally  got  to  where  they  thought  they  could  see  a  little 
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light  at  the  end  of  the  tunnel,  of  course,  my  son  borrowed  $10,000 
from  his  mother. 

I  do  not  give  my  children  money  or  loan  them  money,  either  one, 
but  everybody  does  not  have  a  mother  like  he  has,  either.  They  go 
out  and  scrounge  around  and  try  to  borrow  it  or  do  whatever  they 
can. 

But  to  make  a  long  story  short,  it  is  a  very  successful  business 
now.  During  the  last  4  months  of  the  year,  he  has  30,  40  employ- 
ees. 

And  you  have  29.  I  am  telling  you,  as  far  as  I  am  concerned,  peo- 
ple like  you  are  the  people  that  make  the  merry-go  in  this  country, 
as  we  say  in  Arkansas. 

Ms.  Johnson.  Well,  I  appreciate  that.  We  also  have  a  son  in  our 
business  that  we  would  like  to  turn  this  over  to.  We  went  to  the 
attorney  to  take  care  of  the  legal  paperwork. 

We  were  not  allowed  to  do  that.  We  could  not  even  transfer  the 
stock  because  of  the  ownership.  It  just  has  so  many  ramifications 
that  are  not  brought  out,  that  are  so  tied  up  that  you  cannot  touch 
the  stuff. 

The  Chairman.  Yes. 

Ms.  Johnson.  And  my  husband  is  65.  And  his  health  is  not  good. 

The  Chairman.  You  know,  when  I  think  about  people  like  you, 
Dr.  Troutman  and  Ms.  Johnson,  who  are  struggling  in  a  small  busi- 
ness— and  then  I  see  the  U.S.  Government,  under  a  122-year-old 
law,  give  the  Direct  Resources  Corporation  a  deed  to  2,000  acres 
of  land  with  $11  billion  worth  of  gold  on  it,  give  it  to  them,  in  what 
has  to  be  as  Secretary  Babbitt  said,  the  biggest  gold  heist  since 
Butch  Cassidy. 

And  they  say,  "Well,  yes.  But  we  are  going  to  spend  a  lot  of 
money  developing  it." 

Well,  give  it  to  me.  I  will  spend  a  lot  of  money  developing  it.  No- 
body gave  you  anything.  Nobody  gave  my  son  anything.  He  went 
out  there  and  hacked  it  out  and  paid  a  lot  of  taxes. 

Things  like  that  go  on  around  here  that  just  drive  me  stark  rav- 
ing mad.  And  I  have  fought  that  battle  on  mine  law  reform  for  5 
years  now. 

We  are  about  to  get  something  done.  I  promise  you  it  will  not  be 
what  ought  to  be  done.  But  you  tell  me  who  else  can  walk  in  and 
get  a  deed  to  $11  billion  worth  of  gold  and  not  pay  one  dime  roy- 
alty, hardly  file  a  reclamation  plan. 

And  then  I  see  small  businesses  out  here  getting  penalized  a 
staggering  amount  to  pay  off  a  loan  which  they  are  current  on. 

Well,  that  is  my  diatribe  for  today.  Thank  you  all  very  much  for 
coming. 

Dr.  Troutman.  Thank  you,  Mr.  Chairman. 

Mr.  LUECKENOTTE.  Thank  you. 

Ms.  Johnson.  Thank  you. 

[Pause.] 

The  Chairman.  Our  last  witness  is  Ms.  Mary  Jean  Ryan,  Associ- 
ate Deputy  Administrator  for  Economic  Development,  at  SBA.  And 
she  is  accompanied  by  Allen  Mandel. 

Ms.  Ryan,  as  you  can  tell,  if  you  have  been  sitting  here,  you  have 
your  work  cut  out  for  you.  [Laughter.] 

The  Chairman.  Please  proceed. 
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STATEMENT  OF  MARY  JEAN  RYAN,  ASSOCIATE  DEPUTY  AD- 
MINISTRATOR FOR  ECONOMIC  DEVELOPMENT,  U.S.  SMALL 
BUSINESS  ADMINISTRATION 

Ms.  Ryan.  Thank  you  for  inviting  me  to  testify  today  relative  to 
the  prepayment  penalty  on  503  guaranteed  loans. 

As  you  know,  President  Clinton  has  requested  $30  million  in  the 
Administi  ation's  fiscal  year  1995  budget  request  to  help  503  bor- 
rowers. SBA  recently  sent  to  Capitol  Hill  its  legislation  to  support 
the  President's  budget  request. 

I  want  to  thank  you,  Chairman  Bumpers,  and  also,  Senator  Hat- 
field for  introducing  this  measure  by  request. 

I  have  some  special,  firsthand  knowledge  about  this  issue,  be- 
cause prior  to  working  for  the  Small  Business  Administration  in 
my  current  capacity,  I 

The  Chairman.  Excuse  me,  Ms.  Ryan.  Do  you  know  Ms.  John- 
son? You  come  from  Washington,  and  worked  on  the  503  program, 
did  you  not? 

Ms.  Ryan.  Correct. 

The  Chairman.  Well,  were  you  familiar  with  her  and  that  busi- 
ness? 

Ms.  Ryan.  We  actually  met  each  other  for  the  first  time  a  couple 
of  weeks  ago,  but  I  am  very  familiar  with  the  situation  and  with 
her  leadership  on  this  issue. 

I  have  firsthand  dealt  with  a  lot  of  503  borrowers — we  were  one 
of  the  old  503  lenders  in  the  Northwest.  Our  certified  development 
company  had  a  lot  of  the  high  rate  borrowers.  So  I  had  the  unfortu- 
nate experience  of  having  to  be  the  bearer  of  bad  news  a  lot  of 
times. 

Let  me  just,  in  the  interest  of  time,  go  right  to  the  Administra- 
tion's proposal.  As  has  been  discussed,  our  proposal  would  amend 
the  Small  Business  Investment  Act  to  authorize  the  use  of  the  504- 
type  of  prepayment  penalty  structure  for  the  current  outstanding 
503  loans. 

The  503  borrowers  would  be  treated  as  though  they  had  a  504 
loan  in  the  first  place.  Our  proposal  would  also  permit  503  loans 
to  be  refinanced  with  a  504  loan. 

Under  existing  law,  a  new  504  loan  cannot  be  used  for  refinanc- 
ing. And  this  would  change  that,  but  it  would  only  change  the  pro- 
hibition against  refinancing  this  limited  number  of  503  trans- 
actions. 

As  has  been  already  pointed  out,  our  proposal  would  also  repeal 
Section  504(b)  of  the  Small  Business  Investment  Act  which  pro- 
hibits the  FFB  from  purchasing  504  loans. 

This  provision,  however,  does  not  mandate,  at  all,  that  Treasury 
would  provide  the  financing,  but  it  would  give  the  Administration 
the  flexibility  to  decide  what  would  be  the  best  source  of  financing 
to  use  for  the  program. 

Under  the  SBA  proposal,  the  Agency  would  make  the  new  pre- 
payment opportunity  available  first  to  those  borrowers  who  are 
paying  the  highest  interest  rates  on  their  503  loans. 

Then,  after  90  days,  the  opportunity  to  prepay  at  a  lower  penalty 
would  be  opened  successively  to  borrowers  paying  the  lower  inter- 
est rates,  until  either  all  borrowers  who  are  interested  have  pre- 
paid, or  until  the  proposed  $30  million  has  been  exhausted. 
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I  was  also  asked  to  address  Senator  Hatfield's  bill,  which  is  very 
similar  to  our  proposal.  The  key  difference  is  that  his  bill  does  not 
allow  for  the  rollover  into  504.  But  in  other  respects,  it  is  the  same 
in  terms  of  using  the  504  prepayment  structure. 

I  was  also  asked  to  address  the  current  status  of  the  504  loan 
program,  which  Ken  Lueckenotte  talked  about.  There  is  a  bill  in 
the  House,  H.R.  4322,  which  would  raise  the  1994  authorized  level 
for  the  Certified  Development  Company  program  from  $1.2  billion 
to  $1.5  billion.  The  SBA  fully  supports  this  proposal. 

Our  current  appropriated  level,  is  $1  billion.  And  at  the  current 
rate  of  loan  approvals,  as  Mr.  Lueckenotte  pointed  out,  we  concur 
with  that  projection  that  the  program  would  be  out  of  money  by 
mid-July. 

The  current  authority  for  the  502  program  is  $40  million.  And 
each  quarter  of  this  year,  we  have  exhausted  the  502  allocation,  as 
well. 

With  the  low  subsidy  rate  of  the  504  program,  it  is  an  excellent 
value  to  the  taxpayer.  In  addition,  it  leverages  the  private  sector 
dollars,  because  of  the  50/40/10  financing  structure.  It  has  also 
proven  to  be  an  excellent,  very  cost-effective  job  creator. 

The  demand  for  the  504  program  is  increasing  dramatically.  In 
1991,  approvals  were  $457  million,  $622  million  in  1992,  and  $814 
million  in  fiscal  year  1993.  And  through  April  of  this  year,  approv- 
als were  running  at  $664  million,  which  is  a  66-percent  increase 
over  the  first  7  months  of  last  year. 

In  H.R.  4297,  the  SBA  is  requesting  authorization  on  the  502 
and  504  at  $2.3  billion  in  1995,  $3.8  billion  in  1996  and  $5.7  billion 
in  fiscal  year  1997. 

I  too,  from  the  SBA,  and  from  my  previous  days,  want  to  thank 
you  for  your  strong  support  for  this  program  over  the  years.  And 
I  will  be  happy  to  answer  any  questions. 

[The  prepared  statement  of  Ms.  Ryan  follows:] 
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Mr.  Chalxoan  and  naabsrs  of  ttui  Conmittaa,  thank  you  for 
inviting  wm   to  taailfy  on  an  iaaua  that  la  vary  iaportant  to  ma, 
tha  Agancy  and  tha  Adnlnlatratloni  tha  prapaynant  panalty  on  soa 
guarantaad  loana.  Aa  you  know,  Praaldant  Clinton  baa  raquaatad 
$30  million  in  tha  Adainiatratlon'a  fiaoal  yaar  1996  budgat 
raquast  to  help  503  borrowara  whose  anall  buslneeaes  are  burdened 
by  high  prepayaant  panaltlea.  ma  U.S.  saall  Buaineaa 
AdBlniatration  (8BX)  recently  aent  to  Capitol  Hill  ita 
legialation  to  aupport  the  Preaident'a  budget  request.  I  want  to 
thank  you,  chain&an  Biuspers  and  Senator  Hatfield  for  introducing 
thla  aeaeura  by  requeat. 

■  Before  I  address  the  tecbnioal  aspects  of  this  problem,  I 
would  like  to  aoknowladge  that  I  understand  the  human  cost  that 
the  603  prepayment  provision  imposes.  From  1986  to  1992,  I 
served  as  dirsctor  of  the  Evergreen  Conmunity  Development 
Association,  tha  nation's  second  largest  lendet  in  SBA's  504 
Community  Development  Corporation  loan  program.  . In  this 
oapaolty,  I  aaw  firsthand  tha  negative  effect  these  loans  have  on 
people  who  are  unable  to  either  pay  off  these  debts  or  refinance 
them  because  of  the  high  prepayment  penalties.  • 

Many  503  small  business  owners  are  extremely  frustrated 
because  they  are  unable  to  restructure  their  financial  affairs  so 
thsir  businsasss  can  grow.  Othsrs  have  lost  spouses  and  must 
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■truggl*  with  x^organliing  thalr  affairs  vhlla  lookad  into 
oomnitBanta  aada  10  yaara  aarliar  undar  a  oonpla^aly  difforant 
aat  of  oirotiaatanaaa,  vhila  aoaa  borrovara  faoa  bajUcvuptcyt 

Wa  nuat  work  togathar  to  find  a  way. to  allaviata  tha 
prapayaant  panalty  burdan  for  amall  buainaaa  ownara.  Borrowars 
who  caaa  to  tha  gevarranent  in  a  tine  of  need  uuat  ba  allovad  a 
fair  way  out  of  thaaa  loana.  Thoaa  who  want  to  axpand  thair 
buainaaa,  .oraata  naw  joba  and  ganarata  naw  tax  ravanuaa  in  tha. 
prooaaa,  ahould  not  ba  hald  back. ■ 

Baekgromd 

At  tha  .tima  tha  B03  Loan  program  authorising  lagialation  was 
writtan,  it  praaantad  a  ray  of  hopa  in  an  otharwiaa  blaak  markat 
for  amall  buainaaa  ownara  who  naadad  capital. 

Tha  flrat  503  loan  vaa  mada  in  1981  during  a  pariod  df  ■ 
unpraoadantad  and  volatile  interest  rates.  Approximately  $992 
nlllion  waa  funded  through  the  503  program.  Of  the  original 
4,900  loana  made  about  3,500  remain  in  axiatanoe  today.  One  of 
these  loana  haa  an  intareat  rate  of  15.7  percent. 

The  503  program  provided  permanent  long-term,  fixed  rate 
financing  for  small  buaineBaea  needing  to  .acquire  industrial  or 
ooameroial  buildinga,  and  to  buy  machinery  and  equipment.  A 
network  of  400  Certified  Development  Companies  (CDCs)  served  as 
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th«  program's  dallvsxy  aachanlsa.  Th«y  ar*  noa<^roflt 
organ liat ions  aponaorad  by  prlvata  Intaroats  and  by  atata  or 
loaal  govarraianta.  CDCa  organise  tha  financial  paakaga  and 
prooaasi  oloaa  and  aarvioa  tha  loana. 

Tbara  ara  two  loana  in  aach  projaat.  A  bank«  or  othar 
prlvata  aaotor  landar,  provldas  at  laaat  50  paroant  of  pro j act 
ooat  and  gata  a  first  lisn  position  on  all  collataral.  An  8BA- 
giiarantaad  dabanture,  funded  through  the  Federal  Financing  Bank 
(FFB) ,  is  in  a  second  lien  poeltlon  for  40  percent  of  the  project 
coat.  The  renainlng  LO  percent  la  financed  by  the  snail 
bualneaa. 

Except  for  the  prepayaant  penalty,  the  503  program  vaa  vell- 
deslgned  and  very  aucceaaful.  In  1986,  Congress  enacted  Beotion 
504  of  the  Snail  Bualneaa  Act,  creating  the  504  Loan  program 
which  la  a  slightly  nodlfiad  aucoaaaor  to  tha  503  program. 

The  804  program  differs  In  only  two  ways  from  the  503 
program.   First,  the  funde  oone  from  celling  8BA  guaranteed 
debentures  to  private  aactor  Invaatora  Inatead  of  to  the  FFB. 
Second,  the  prepayment  provision  la  different.  The  two  prograaa 
are  eaaentlally  the  same  In  all  other  reapacte. 
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vh*  90S  pr«p«yaMat  problMt 

Trom  th«  borroti«r's  p«rsp«ctlv«,  th«  only  aajor  problra  with 
t)M  503  program  vmm   Its  onorous  prspayaoat  pwialty.  Vha   FFB 
allows  borrovora  to  prapay  bo  long  as  thoy  pay  an  aunount  that  ean 
be  Investad  to  produaa  a  seai-annual  payment  stream  identical  to 
that  of  the  original  debenture. 

Because  market  Intorest  ratas  have  fallen  ooneiderably  sinoe 
these  loans  were  made,  the  prepayment  penalties  today  are  as  hl^ 
as  49  peroent  of  the  remaining  loan  balanoa.  The  lower  the  rates 
go,  the  higher  the  penalty.  Shis  approaoh  insulates  the  m  from 
exposure  to  Interest  rate  fluctuations. 

The  lOOth  congress  passed  a  bill,  H.H.  3718,  to  alleviate 
this  problem  in  1988,  but  it  was  podoat-vetoed  by  President 
Reagan. 

While  It  Is  true  that  503  borrowers  vera  vary  pleased  to  geit 
these  loans  at  the  time,  many  of  them  do  not  believe  that  they 
received  an  adequate  explanation  of  the  prepayment  penalty 
provision. 
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B«plae«  tha  BOS  PrapmTaaat  Sanalty  vitli  th*  804  vcnalty 

Th«  8BA  strongly  b«l loves  th«  bsst  courss  of  potion  is  to 
rsplacs  ths  903  psnalty  with  th«  504  psnalty,  vhloh  la  vidaly 
aocaptad  today  by  small  bosinasaas.  Tha  504  penalty  Is.  a  narket- 
type  penalty  that  has  bean  used  in  tha  504  loan  program  since 
19B7.  It  Is  a  penalty  that  starts  at  one  year's  interest  if  the 
loan  is  prepaid  in  the  first  year,  followed  by  a  straight  line 
reduction  to  aero  at  the  midpoint  of  the  loan's  aaturity. 

For  exaaple,  on  a  twenty-year  loan,  the  penalty  would  be  one 
year's  interest  if  the  loan  prepays  in  the  first  year,  half  of 
one  year's  interest  if  it  prepays  in  the  fifth  year,  and  aero  if 
it  prepays  after  the  tenth  year.  Because  a  third  of  the  503 
loans  have  reached  their  Bid-points,  a  third  of  the  903  borrowers 
will  not  be  required  to  pay  any  penalty  under  our  proposal. 

Borrowers  wishing  to  prepay  would  have  to  pay  off  tha 
existing  503  loan,  but  with  the  greatly  reduced  504  penalty. 
Some  sources  that  a  borrower  oould  use  to  pay  off  the  503  loan 
include  a  504  loan,  a  7 (a)  loan,  conventional  finanoing,  proceeds 
from  the  sals  of  ths  business,  borrowsr  savings,  sto. 

Proposed  legislatlvii  solutioa 
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JU  Z  B«ntlenft4  •arllar,  th«  AdalnlstrBtion  b«a  dttvelop«d  a 
IttglBlatlv*  propoaal  that  vaa  Introduoad  In  tha  Houae  and  Sanata, 
H.R.  4298  and  8.  8061  raapaotlvaly,  to  amand  tha  final  1  Bualnaaa 
Invaatvant  Aet  to  authorlia  tha  uae  of  tha  S04  typa  prapayment 
panalty  for  currant  outstanding  803  loana.   Tha  SBA  ballavaa  this 
aolutlon  la  fair  and  aquitabla.  S03  borrowara  would  ba  traatad 
aa  IC  thay  had  a  904  loan  In  tha  first  plaoa. 

Our'  propoaal  would  alae  parmlt  503  loans  to  ba  raf Inanoad 
with  a  904  loan.  Dndar  axistlng  law«  a  new  504  loan  cannot  ba 
used  for  rafinanolng.  Although  this  provision  would  inoraaaa 
demand  on  tha  504  program,  tha  Aganoy  does  not  baliava  it  would 
b«  Bubatantial  enough  to  affeot  our  ability  to  give  S04  loans  to 
new  borrowers,  this  change  would  also  bs  llaitad  to  503 
refinanolngs  only.  The  504  program  processing  raquirenants  would 
reaain  tha  same  on  thaaa  refinanolngs  ao  that  the  new  loana  would 
have"  the  same  prooeaslng,  fees,  and  credit  quality  standarda. 
However,  only  the  job  creation  reguirement  would  be  waived,  sinoe 
this  waa  net  at  the  tine  the  503  loan'waa  made. 

This  legislation  also  repeals  section  504(b)-  of  the  Snail 
Bualness  Investaant  Aot  whioh  prohibits  the  FFB  from  purchaaing 
504  loana.  Thia  proviaion  doaa  not  mandate  that  the  Treasury 
Departaent  provide  tha  financing,  but  givea  the  Administration 
the  flexibility  to  decide  which  ia  the  beat  source  of  financing 
to  uaa  for  the  program. 
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Th«  8BA  will  Bok*  th«  n«w  pr«paym«nt  opportunity  avallabl* 
first  to  thoso  borrowors  that  aro  paying  tho  hlghoat  Intarost 
ratas  on  thalr  903  loans •  8BA  will  notify  all  503  borrovars  with 
intarost  ratas  of  12  parcant  or  highar  that  for  90  days  they  will 
hava  tha  firat ' opportunity  to  avail  thansalvaa  of  tha  lovar 
panalty.  About  as  paroant  of  tha  loan  dollars  ara  in  thia 
oatagory.  Aftar  90  days,  tha  opportunity  to  prapay  at  a  lovar 
panalty  will  ba  opanad  suoaasaivaly  to  borrowars  paying  intarast 
ratoa  balow  12  paroant,  until  althar  all  borrowars  ara  covered  or 
tha  $30  aillion  has  been  exhausted.  S.  2061  also  requires  tha  • 
SBA  to  pronulgata  rulea  within  30  days  that  inoluda  establishing 
an  ordar  of  priority  to  aooonpliah  tha  provisions  of  this  Act^ 

It  is  impossible  to  prediot  borrower  response  and  therefore 
va  oannbt  aay  with  certainty  how  many  will  prapay  and  how  much 
additional  budget  authority  will  be  needed.   For  this  reason  and 
baoausa  of  tha  difficulty  of  coming  up  with  any  funds  at  all  in 
this  extraordinarily  tight  budget,  I  believe  the  Administration's 
$30  million  request  is  a  prudent  way  to  prooaed. 

Senator  Batfleid's  Bill,  S.  737 

You  have  also  asked  na  to  address  Senator  Hark  Hatfield's 
bill,  6.  737,  to  revise  the  prepayment  penalty  for  503  borrowers. 
This  legislation  is  similar  to  the  Adminiatrationfs  proposal  and 
contains  a  key  element  of  our  bill,  namely  raplaoing  the  003 


/  66 

pr^payiMnt  p«nalty  with  on*  that  !■  ■Imilar  to  th«  B04  penalty. 
Hovavar,  tha  Sanatoria  bill  doaa  not  allow  borrowara  to  raflnanoa 
ualng  tha  SBA'a  S04  program.  Na  ballava  thia  aaotlon  ia 
aaaantlal  baoauaa  It  providaa  borrbwara  with  an  avallabla  aourca 
of  long-tam  finanolng  to  prapay  thalr  loana.  Alao,  Sanator 
Hatfiald'a  bill  doaa  not  contain  tha  proviaion  to  rapaal  aaotion 
504  (b)  of  tha  snail  Buainaaa  Invaataant  Aot  whloh  prohibita  tha 
PPB  froa  purohaalng  504  loana. 

In  oonolualon,  the  Praaldant  baliavaa  it  ia  bad  aoononlo 
polloy  for  the  Federal  govemaent  to  lock  3,500  productive  ataall 
buainaaa  ownara  into  excaaalvaly  hi^  intaraat  rataa  for  aa  long 
aa  IS  year*.  Tha  SBA  agraaa  with  thia  belief.   I  hope  wa  can 
aolva  this  prbblan  together  ao  that  -thaae  aaall  buainaaaaa  will 
be  able  to  grow  onoa  again  whan  they  are  no  longer  burdened  by 
theae  oneroua  prepaynant  penal tiea. 

fltatna  of  the  804  Leaa  Pxograa 

You  have  alao  aaked  ae  to  addreaa  the  atatua  of  the  504  Loan 
prograa  for  FY  1994  in  taraa  of  authoriaation  and  appropriatlona, 
aa  wall  aa  the  Agenoy'a  viewa  on  the  appropriate  authoriaation 
levela  for  FY  1995,  FY  1994  and  FY  1997.  A  bill  waa  introduced 
in  the  Bouae,  H.R.  4322,  which  irould  raiae  the  FY  1994  authoriaed 
level  for  SBA'e  Certified  Developaent  Coapany  Loan  (802  and  504) 
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program  front  $1.2  billion  to  $1.5  billion.  W«  fully  support  this 
proposal . 

Our  Py  1994  appropriatad  laval  tor   504  ia  91. 0  billion,  and 
at  tha  ourrent  rata  of  loan  approvals  that  laval  will  not  ba 
suff ioiant  to  aaat  tha  naada  of  our  borrowars  through  tha  and  of 
this  fisoal  yaar.  In  faot,  va  ara  pradioting  that  our  current 
504  loan  authority  will  ba  daplatad  by  mid- July.  The  ourrent 
authority  for  503  loans  is  $40  million,  and  va  have  exhausted 
thaaa  funds  early  in  each  quarter  this  yaar. 

Aa  mentioned  earlier,  the  504  Program  is  very  similar  to  its 
predecessor  the  503  Program.   It  provides  permanent  fixed  rata 
financing  for  businesses  needing  to  acquire  industrial  or 
oonmerolal  buildings,  and  for  those  wishing  to  buy  machinery  and 
equipment,  under  this  program  a  bank  or  other  private  lender 
provides  50  percent  of  project  cost,  and  takmu   a  first  lien 
position.  Forty  percent  of  the  project  is  financed  by  an  6BA 
guaranteed  debenture  end  baa  a  second  lien  position.-  The  small 
business  itself  finances  the  remaining  10  percent. 

With  a  stibsidy  rate  of  0.5  percent,  the  504  program  is  an 
excellent  value  to  tha  taxpayer.  Moreover,  under  the  50~40»10 
flnanolng  struoture,  each  504  dollar  leverages  one  and  one^half 
private  sector  dollars. 
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Another  Inportant  factor  regarding  the  504  progran  la  that 
It  creates  j^oba.  The  SBA  has  a  regulatory  requlreaent  that  In 
nost  cases  at  least  one  job  must  be  created  for  each  $35,000  of 
loai     uity.  The  progran  actually  suooeeds  In  creating  one  job 
for  ^oh  $8,900  In  guaranty  dollars.  Beoausa  of  the  low  subsidy 
rate  of  0.5  percent,  the  cost  in  aotual  federal  outlays  par  job 
Is  only  $44.50. 

The  504  program  represents  an  area  where  demand  haa 
dramatioally  Inoreased  over  the  past  few  years.  Approvals  were 
$457  million  In  FV  1991,  $622  million  in  FY  1992,  and  $814 
million  in  FV  1993.  Through  April  of  this  fisoal  year,  approvala 
total  $664  million,  a  66  peroent  inaraase  over  the  first  seven 
months  of  last  year. 

The  504  program  leverages  $1.50  In  private  sector  dollars 
for  each  504  guaranty  dollar,  so  we  get  more  bang  for  the  buck. 
A  $1.5  billion  guaranty  level  in  1994  will  result  In  total 
financing  of  $3.95  billion.  This  program  Is  becoming 
increasingly  popular  and  important  for  cities  and  towns  working 
oh  economic  recovery  because  it  provides  long>term  loans  for 
business  faollltles  and  squlpment  and  has  proven  itself  to  be  a 
great  vehicle  to  stimulate  job  creation. 

In  B.R.  4297,  the  SBA  la  requesting  authorisation  .of  the  502 
and  504  programs  at  $3.3  billion  In  FY  1995,  $3.8  billion  in  FY 
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1906  and  $5.7  billion  In  FY  1997.  Mr.  Chairman,  w«  appraclata 
your  aontinuad  support  for  the  504  program  and  look  forward  to 
working  with  this  coaalttas  to  pass  lagialation  to  incroaaa  th« 
502  and  504  program  authorisation  lavala. 

Mr.  Chairman,  lat  mm  again  thank  you  for  the  opportunity  to 
appear  before  you  today  on  these  very  important  Issues.  I  will 
be  happy  to  answer  any  questions  you  may  have. 


11 
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The  Chairman.  Ms.  Ryan,  you  have  already  heard  my  comments 
about  returning  this  program  to  the  Federal  Financing  Bank.  Now 
roughly  the  cost  to  the  Treasury  will  be  a  difference  of  one  half  of 
one  percent  and  two  and  a  half  percent. 

I  do  not  understand  what  sense  it  makes  to  return  to  a  system 
that  cost  the  Treasury  2y2  percent,  where  it  is  only  costing  a  half 
of  one  percent  now. 

Ms.  Ryan.  Well,  we  definitely  agree  with  you  that  the  funding 
mechanism  that  we  have  in  the  504  program  is  an  excellent  one. 
I  would  just  reiterate  that  we  would  be  under  no  obligation  to  re- 
turn the  program  to  FFB. 

It  would  simply  be  viewed  as  an  option,  and  likely,  not  an  option 
that  we  would  pursue  unless  there  was  overwhelming  evidence  to 
the  contrary  that  it  would  be  far  superior  to  small  business.  But 
the  program  works  very  well  now  and  SB  A  is  very  happy  with  the 
funding  mechanism. 

The  Chairman.  The  504  program  in  my  State  carries  an  interest 
override.  My  State  has  a,  sort  of,  an  anachronistic  usury  rate,  5 
percent  above  the  discount  rate. 

Incidentally,  one  of  the  things  that  Alan  Greenspan  does  that 
drives  our  bankers  up  the  wall  is  he  keeps  raising  the  Federal 
funds  rate,  which  they  could  not  care  less  about,  but  he  does  not 
raise  the  discount  rate,  which  would  allow  them  to  raise  their 
rates. 

So  they  are  being  held  stagnant  while  interest  rates  are  going 
up,  because  they  can  only  charge  5  percent  above  discount  rates. 
What  is  the  discount  rate  now,  three? 

Ms.  Ryan.  I  think  so. 

The  Chairman.  Is  that  it?  Three.  So  you  see,  they  are  stuck  with 
an  8-percent  rate.  Every  time  he  raises  the  Federal  fund  rate,  in- 
terest rates  go  up  a  quarter  of  a  point,  but  they  do  not  get  any  ben- 
efit out  of  it. 

The  504  program  carries  a  usury  override  of  some  small  amount. 
So  the  banks  in  my  State  really  like  the  program  very  much,  be- 
cause they  get  just  a  little  bit  more  return  for  their  investments. 
It  is  still  less  than  most  states  charge,  by  far,  but  it  is  of  some 
value  to  them. 

Now,  you  are  requesting  $2,3  billion  for  1995  for  this  program, 
right? 

Ms.  Ryan.  Correct. 

The  Chairman.  You  have  heard  all  of  the  testimony  here  about 
how  we  are  going  to  run  out  of  money  in  July  of  this  year.  And  you 
have  requested,  have  you  not,  an  additional  $300  million  for  this 
year,  or  have  you  not? 

Ms.  Ryan.  Yes.  We  have. 

The  Chairman.  You  have?  That  is  your  request. 

Ms.  Ryan.  $400  million. 

The  Chairman.  Yes.  Now,  the  $2.3  billion  that  you  requested  for 
1995,  does  not  take  into  consideration  the  refinancing  of  these  503 
loans  either,  does  it? 

Ms.  Ryan.  Yes.  It  does. 

The  Chairman.  Does  it? 

Ms.  Ryan.  Yes.  And  I  think  it  is  debatable,  as  you  have  heard 
from  the  other  witnesses,  depending  on  the  ultimate  structure  and 
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the  amount  of  money  that  could  be  appropriated  for  this  purpose, 
how  much  money — what  kind  of  program  level  of  impact  it  will 
have. 

But  the  numbers  that  we  are  using,  that  our  proposal  is  based 
on,  would  be  able  to  be  accommodated  in  that  $2.3  billion. 

The  Chairman.  I  think  you  are  undershooting,  because  this  pro- 
gram is  getting  more  popular  all  the  time.  The  demands  on  it  are 
growing.  And  it  is  a  tremendous  success  story  right  now. 

So,  you  know,  I  am  not  quarreling.  I  think  we  will  probably  do 
that.  But  next  year,  at  this  time,  we  are  probably  going  to  be  back 
at  the  same  old  place  asking  for  another  increase  in  the  authoriza- 
tion to  tail  out  the  year. 

We  have  gotten  into  big  trouble  with  the  7-A  program  a  couple 
of  times  during  the  Bush  years.  Just  on  a  partisan  note,  we  now 
have  a  President  who  not  only  speaks  small  business;  he  really  be- 
lieves small  business. 

And  I  intend  to  take  advantage  of  having  a  President  like  this 
during  the  ensuing  two-and-a-half  years  to  tr>'  to  really  do  every- 
thing we  can  for  small  business. 

Do  you  have  any  feel,  other  than  what  has  been  said  here  today, 
Ms.  Ryan,  for  how  far  a  $30  million  appropriation  will  take  us?  We 
have — what  is  it,  3,500  loans  still  outstanding? 

Ms.  Ryan.  Right.  And  the  numbers  that  we  have  that  are  rel- 
evant are  cut  a  couple  of  different  ways.  First  of  all,  we  are  all 
using,  I  think,  numbers  that  were  generated  in  the  middle  of  April. 

And  the  interest  rates  have  gone  up  somewhat  from  that  date. 
But  when  we  talk  about  the  middle  of  April  numbers,  the  total  cost 
to  prepay  all  of  them  was  $90  million.  That  is  where  we  got  that 
number. 

And  then  how  far  can  the  $30  million  go?  It  seems  like  given 
that  interest  rates  have  gone  up  a  little  bit,  we  are  going  to  be  clos- 
er to  being  able  to  take  care,  at  a  minimum,  of  all  the  loans  over 
12  percent. 

The  loans  over  12  percent  are  about  $44  million,  again,  based  on 
the  April  19th  number.  And  that  is  probably  a  little  bit  less  now. 

The  Chairman.  Now,  wait  a  minute.  All  loans  over  12  per- 
cent  

Ms.  Ryan.  That  penalty  would  be  about  $44  million. 

The  Chairman.  Okay. 

Ms.  Ryan.  So  depending  on  how  many,  what  percent  one  as- 
sumes would  want  to  repay,  and  as  Doris  Johnson  has  pointed 
out 

The  Chairman.  Well,  now,  you  are  going  to  get  some  penalty. 
There  is  a  penalty  provision  in  the  new  legislation. 

Ms.  Ryan.  Right.  That  is  the  difference.  The  $44  million  is 
the 

The  Chairman.  Is  the  difference  between  the  old  and  the 
new 

Ms.  Ryan.  Right. 

The  Chairman  [continuing].  Of  all  loans,  above  12  percent? 

Ms.  Ryan.  Correct.  Approximately. 

The  Chairman.  Okay.  So  we  are  estimating  of  $30  million  that 
roughly  65  percent  of  the  people  in  that  category  will  refinance,  is 
that  correct? 
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Ms.  Ryan.  Correct. 

The  Chairman.  That  is  65  percent  of  the  dollar  amount  of  those 
loans. 

Ms.  Ryan.  Correct. 

The  Chairman.  Go  ahead. 

Ms.  Ryan.  And  as  other  people  have  pointed  out,  I  think  it  is 
hard  to  know  what  percent  would  want  to,  because  my  sense  of  it 
is  that  if  the  504  rollover  option  is  provided,  which  I  hope  it  is, 
then  it  is  an  incredibly  attractive  new  financing  vehicle  for  various 
reasons. 

You  pointed  out  that  someone  might  prefer  to  lower  their  pay- 
ment and  get  a  longer  term.  The  interest  rates  today  are  very  at- 
tractive compared  to  what  they  have  been.  There  would  be  lots  of 
reasons  to  think  that  people  would  want  to. 

On  the  other  hand,  I  know  from  my  own  experience,  that  there 
is  a  lot  of  bitterness.  Some  people  would  just  prefer  not  to  have  one 
of  these  loans  again,  even  though  it  is  a  different  animal.  And  peo- 
ple find  themselves  in  all  kinds  of  situations. 

So  I  mean,  it  is  really  hard  to  know.  But  we  think  by  basically 
prioritizing  the  highest  rates,  the  most  egregious  situations  and 
working  systematically  through  those,  that  it  would  be  our  intent, 
too,  to  make  the  money  go  the  furthest. 

But  we  do  not  really  know  how  else  to  prioritize  the  use  of  the 
money,  other  than  trying  to  take  care  of  the  worst  cases  and  then 
work  in  reverse  order. 

The  Chairman.  You  know,  Ms.  Ryan,  there  are  a  lot  of  facets  to 
this  whole  thing.  And  it  is  very  difficult  to  get  my  own  thoughts 
clear  on  this.  The  real  attraction  of  503  and  504,  both,  are  the  long 
term  loans. 

I  mean,  no  bank  will  give  a  small  business — particularly  one  that 
may  be  a  little  iffy— a  five-,  ten-  or  twenty-year  loan  for  these  peo- 
ple. They  are  just  not  going  to  do  it. 

That  is  one  of  the  reasons,  unless  some  of  these  people,  during 
the  time  of  their  503  loans  have  established  a  credit  line  with  a 
bank,  where  they  just  feel  a  little  more  comfortable  with  the  bank. 
And  Ms.  Johnson  says  she  is  going  to  finance  hers  with  a  com- 
mercial bank.  There  is  still  ten,  eleven  years  left  on  her  loan, 
maybe. 

But  I  think  a  lot  of  people  are  going  to  choose  to  refinance  for 
a  longer  period  and  cut  their  payments.  If  they  have  any  kind  of 
expansion  plans,  that  will  give  them  the  opportunity  to  do  that,  if 
they  can  cut  down  on  their  interest  payments. 

And  the  second  reason  I  think  that  they  are  going  to  do  this— 
because  banks  just  simply  will  not  give  them  the  maturity  dates 
that  they  need  to  either  expand  or  even  to  continue  functioning. 

Now,  there  is  one  other  thing,  Ms.  Ryan,  that  I  wanted  to  ask 
you.  You  heard  Senator  Hatfield  this  morning  describe  an  estate 
where  the  principal  owner  had  died  and  the  estate  now  is  going  to 
be  saddled  with  a  tremendous  prepayment  penalty. 

And  here  is  what  I  was  kind  of  thinking  through  a  while  ago— 
and  I  am  still  not  sure  about  this.  Let  us  assume  that  a  person  who 

is  essentially  the  bread  winner  in  a  small  business  like  this,  and 

the  person  to  whom  small  business  is  looking  to  for  their  payments, 

let  us  assume  he  or  she  dies. 
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Let  us  assume  further  that  while  the  business  may  continue  op- 
erating, it  is  not  as  viable  as  it  once  was,  and  they  cannot  continue 
making  these  payments.  And  SBA  is  going  to  foreclose  on  the  busi- 
ness. 

Let  us  assume,  also,  that  somehow  or  other,  they  come  up  with 
enough  money  to  pay  it  off,  including  the  penalty.  Let  us  assume 
they  do  that  two  months  before  this  bill  passes  and  before  the 
money  is  appropriated  for  this.  Neither  one  of  these  bills  would  go 
back  and  reimburse  those  people,  would  it? 

Ms.  Ryan.  I  do  not  think  so  as  presently  written. 

The  Chairman.  Yes.  I  am  worried  about  just  a  few  isolated  in- 
equities that  could  occur,  particularly,  where  there  is  a  debt  where 
an  estate  is  having  to  struggle  trying  to  keep  the  business  going 
and  who  might  make  it,  if  they  could  pay  their  loan  ofT  without  a 
staggering  prepayment. 

I  do  not  know.  I  will  talk  to  staff.  And  we  will  try  to  work  our 
way  through  something  on  that  to  see  if  that  is  a  real  threat  or  if 
it  is  just  my  imagination. 

Mr.  Mandel,  do  you  want  to  comment  on  that? 

STATEMENT  OF  ALLEN  MANDEL,  DIRECTOR,  OFFICE  OF 
RURAL  AFFAIRS  AND  ECONOMIC  DEVELOPMENT,  U.S. 
SMALL  BUSINESS  ADMINISTRATION 

Mr.  Mandel.  I  have  had  a  number  of  inquiries  from  people  who 
are  up  against  it,  in  terms  of  needing  to  refinance  for  some  reason, 
to  meet  some  deadline. 

I  think  that,  particularly  through  the  efforts  of  Mrs.  Johnson, 
that  the  existence  of  this  legislation  is  well  known  throughout  the 
community  of  503  borrowers.  I  think  that  all  of  them  who  can,  are 
hoping  to  be  able  to  hold  out  until  this  October. 

The  Chairman.  Until  we  can  get  this  done? 

Mr.  Mandel.  Until  you  can  get  it  done.  There  may  be  a  few  cases 
where  it  simply  cannot  be  delayed.  But  I  do  believe  that  there  is 
a  high  level  of  awareness  of  what  you  and  the  other  members  of 
Congress  are  doing. 

The  Chairman.  Well,  with  the  Administration's  backing,  I  think 
we  are  going  to  get  this  bill  through  here  very  quickly.  We  cer- 
tainly want  to  get  it  done  before  the  appropriations  time  comes  so 
we  can  get  the  money  for  it. 

I  think  Senator  Hatfield  and  I  can  somehow  or  another  find  the 
money,  at  least  the  $30  million,  if  not  more.  I  would  like  to  come 
up  with  more,  but  I  am  not  sure  we  can. 

This  has  been  a  good  hearing  this  morning.  I  have  been  on  this 
Committee  for  a  long  time,  and  I  know  a  lot  more  about  the  503 
and  504  programs  than  I  did  before.  Thank  you  very  much  for  com- 
ing today. 

We  will  stand  in  recess,  subject  to  the  call  of  the  Chair. 

[Whereupon,  at  11:40  a.m.,  the  hearing  was  adjourned.] 
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U.S.  Small  Business  Administration 

Washington,  D.C.    20416 


ou.   2  9 


Honorable  Dale  Bumpers 

Chairman 

Committee  on  Small  Business 

United  States  Senate 

Washington,  DC  20510 

Dear  Mr.  Chairman: 

This  is  in  response  to  your  letter  of  June  20,  1994  to  the 
U.S.  Small  Business  Administration's  (SBA)  Associate  Deputy 
Administrator  for  Economic  Development,  Mary  Jean  Ryan. 

Enclosed  are  written  responses  to  the  questions  submitted  by 
Senators  Larry  Pressler  and  Harris  Wofford  from  the  May  17  Small 
Business  Committee  hearing  on  the  503  prepayment  penalty  issue 
and  the  504  Development  Company  Loan  program.   Also  enclosed  is  a 
corrected  copy  of  the  hearing  transcript. 

I  hope  this  information  is  beneficial  to  you.   Please  do  not 
hesitate  to  call  upon  me  or  Ms.  Ryan  if  we  can  be  of  service  to 
you  or  the  Small  Business  Committee.  \ 


Kris  Swedin 

Assistant  Administrator  for 

Congressional  &  Legislative 

Affairs 
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SENATOR  PRESSLER 
Q  AND  A 

503  LOANS 

1.    Q:    The  SBA  estimates  there  are  3,490,  503  loans  currently 
outstanding.   When  will  tbe  majority  of  these  loans 
mature? 

A:    Only  4  percent  of  the  portfolio  matures  before  the  year 
2000.   Between  the  years  2003  and  2007,  46  percent  of 
the  portfolio  matures  and  an  additional  26  percent 
matures  between  the  years  2009  and  2011.   The  last  loan 
does  not  mature  until  2014. 


2.  Q:    In  its  budget  request  for  Fiscal  Year  1995,  the  SBA 

requests  $30  million  to  alleviate  the  prepayment 
penalty  burden  on  503  debtors,   could  you  please 
explain  to  the  committee  as  to  how  the  figure  of  $30 
million  was  developed?   Did  you  survey  503  borrowers 
about  their  zUsility  to  refinance? 

A:  The  SBA's  estimate  was  based  on  educated  assumptions 
about  the  portfolio.  It  was  corroborated  by  a  self- 
survey  done  by  the  borrowers. 

While  the  Agency  did  not  conduct  a  specific  formal 
survey  of  borrowers'  ability  to  refinance,  it  is  well 
aware  of  the  difficulty  small  businesses  have  in 
obtaining  appropriate  long  term  financing  given  the 
banks'  willingness  to  make  loans  to  small  businesses. 
For  this  reason,  the  SBA  proposed  the  504  refinancing 
option. 

3.  Q:   The  $30  million  you  have  requested  very  likely  would 

not  be  enough  to  allow  all  503  borrowers  to  refinance. 
Will  the  SBA  be  requesting  more  funds  in  subsequent 
years  to  continue  the  bailout? 

A:    The  $30  million  estimate  is  based  on  the  best  available 
information.   In  the  event  that  it  proves  insufficient, 
the  SBA  would  address  the  situation  within  the  context 
of  existing  conditions  at  the  time  it  becomes  an  issue. 
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4.  Qt        Does  8BA  have  an  offset  for  the  $30  million?  Where 

would  this  money  come  from?  It  appears  the  $30  million 
is  simply  requested  as  part  of  the  SBA's  overall  budget 
request  for  next  year.   Is  that  correct? 

A:    Yes,  the  $30  million  was  requested  as  part  of  our 
overall  budget  request. 

5.  Qt    The  administration  bill  would  allow  503  debtors  to 

refinance  using  the  504  loan  program.   Would  other  SBA 
loan  programs,  such  as  7(a),  also  be  allowed  for  the 
purpose  of  refinancing? 

A:    As  a  matter  of  law  and  regulation,  a  7(a)  loan  can  be 
used  for  this  purpose.   However,  as  a  matter  of  policy, 
if  SBA  financing  is  to  be  used,  the  Agency  would  prefer 
that  the  504  program  be  used  rather  than  the  7(a) 
program.   The  SBA's  policy  is  to  encourage  real  estate 
business  loans  to  be  made  with  504  rather  than  7(a) 
financing.   In  today's  low  interest  rate  environment, 
businesses  can  benefit  from  the  low  fixed  rate  on  the 
504  debentures.   In  addition,  504  is  more  highly 
leveraged  than  7(a)  [only  40  percent  of  a  project  is 
financed  by  the  504  debenture;  the  rest  comes  from  a 
bank  (50  percent)  and  the  borrower  (10  percent) ]  and 
the  subsidy  rate  is  lower.   Therefore,  the  government 
gets  more  bang  for  the  buck. 

Banks'  willingness  to  refinance  may  well  be  limited 
because  these  loans  were  in  junior  positions  and 
because  of  the  high  interest  rates,  there  has  not  been 
significant  paydown  of  the  balance.   Given  banks' 
conservative  attitudes  towards  small  business  lending, 
it  is  hard  to  make  the  argument  that  they  will  be  very 
interested  in  refinancing,  even  with  the  SBA's 
guarantee. 

6.  Q:    Concerning  the  penalty  associated  with  the  prepayment 

of  a  503  loan  under  the  administration's  proposal, 
please  explain  in  a  bit  more  depth  how  the 
administration  would  apply  the  formula  of  the  504 
program  to  the  prepayment  of  503  loans.   In  particular, 
I  would  be  very  interested  in  any  calculations  SBA  has 
done  with  regard  to  the  average  prepayment  penalty  — 
expressed  as  a  percentage  of  the  remaining  loan 
balance — to  which  503  borrowers  would  be  subject. 
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A:    To  Illustrate  how  this  will  work,  let  us  look  at  a 
typical  503  loan: 

$154,600  remaining  principal  balance 
12  percent  interest  rate 
16  years  remaining 

Under  503  Under  504 

Prepayment  Penalty                $78,110*  $6,659* 

Loan  Balance                      154,600  154,600 

Accrued  Interest                    7.602  7.602 

TOTAL  DUE                           $240,312*  $168,861* 

♦Difference  between  503  and  504  amounts  ($71,451)  to  be  paid  from 
the  $30  million. 

The  503  penalty  represents  51  percent  of  the  remaining 
balance  while  the  504  penalty  represents  4  percent  of 
the  remaining  balance. 

7.  Q:    NADCO  has  suggested  an  alternate  prepayment  schedule 

using  a  flat  percentage  fee,  possibly  seven  percent. 
What  is  the  SBA's  opinion  of  such  a  proposal? 

A:    While  this  proposal  has  merit,  the  SEA  thinks  the 

Administration's  proposal  provides  the  maximum  amount 
of  relief,  given  existing  budget  constraints. 

8.  Q:   Are  any  other  SEA  progrzutis  having  similar  problems  with 

prepayment  penalties? 

A:    Although  SEIC  debentures  have  the  same  interest  rates 

as  503  loans  sold  at  the  same  time,  the  structure  of  an 
SEIC  financing  is  different.   SBIC  debentures  had 
shorter  terms  (10  years).   The  result  is  that  the 
amount  of  penalty  is  significantly  less  because  of 
their  shorter  time  to  maturity. 

PARTICIPATION  OF  TREASURY  AND 

THE  FBDERAL  FINANCING  BANK  (FFB) 

1.   Q:   The  administration's  proposal  for  503  borrower  relief 
would  remove  the  current  statutory  prohibition  against 
Treasury  and  the  Federal  Financing  Bank  (FFB)  providing 
financing  through  the  purchase  of  504  debentures. 

a)    What  entity  or  entities  were  responsible  for 

imposing  the  severe  prepayment  penalties  we  are 
discussing  today? 
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b)    Why  were  they  imposed? 

A:    a)    The  FFB. 

b)    The  FFB  used  the  same  approach  for  every  borrower 
seeking  financing  during  that  time  frame. 

2.  Q:    What  do  you  anticipate  the  private  market's  reaction 

will  be  toward  the  entry  of  the  FFB  into  the  financing 
of  this  progreun? 

A.    The  market  works  well  in  its  current  form.   Any  attempt 
to  alter  it  would  be  met  with  resistance  from  current 
participants . 

3.  Q:    What  is  your  understanding  of  how  a  return  to 

government  financing  through  the  FFB  would  be  scored 
for  budget  purposes?   That  is,  currently  we  need  to 
appropriate  only  a  very  small  percentage  (well  under  1 
percent)  of  a  given  504  guaranteed  loan.   It  seems  to 
me  that  with  the  government  financing  the  program,  we 
may  need  to  treat  this  as  a  direct  loan  program  and 
fully  appropriate  the  amount  lent. 

A:    Direct  loans  made  by  the  FFB  no  longer  require  a  full 
appropriation,  but  SBA's  budget  would  be  required  to 
have  the  necessary  guarantee  appropriation. 


504  LOAMS 


1.  Q:   You  estimate  that  the  504  program  will  run  out  of  funds 

this  summer.   The  SBA  has  indicated  a  willingness  to 
reprogreun  funds  to  continue  the  504  program.   From 
where  will  these  other  funds  come?  Can  you  reprogram 
adequate  funds  without  crippling  other  necessary 
programs? 

A:    The  reprogramming  will  occur  from  appropriations  made 
for  the  Small  Business  Investment  Companies  program 
which  will  not  use  those  funds  this  year  because  of 
delays  in  the  publication  of  regulations  authorizing  a 
new  type  of  security. 

2.  Q:   What  is  the  current  default  rate  for  the  504  program? 

A:    For  Fiscal  Year  1993,  the  actual  loss  rate  was  1.7 

percent  and  the  ultimate  projected  loss  rate  was  4.59 
percent.   Using  commercial  bank  methodology  to 
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calculate  losses,  the  FY  93  rate  for  the  503/504 
program  was  .9  percent. 


Q:   Does  the  SBA  have  the  staff  resources  to  adequately 

cope  with  the  large  and  sudden  increase  in  504  program 
activities  you  have  requested  for  next  year?  How  many 
new  full-time  equivalent  employees  would  be  required  to 
administer  the  new  authorization  levels? 

A:    The  SBA  is  embarking  on  the  process  of  "reinventing 
504".   This  involves  streamlining  the  documents  and 
processes,  and  redistributing  the  work  load  to  make  the 
most  efficient  use  of  SBA  staff  and  other  resources. 
The  SBA  is  going  to  make  the  pilot  Accredited  Lender 
Program  permanent.   The  Agency  has  proposed  legislation 
which  would  allow  us  to  experiment  with  a  Select  Lender 
Program.  (SLP)  which  would  be  analogous  to  the  Preferred 
Lender  Program  in  the  7(a)  program.   SLP  designation 
would  provide  for  more  authority  to  be  delegated  to 
high  volume  experienced  CDCs.   The  SBA  is  also  planning 
a  pilot  that  will  relieve  SBA  legal  staff  of  some  of 
the  more  burdensome  parts  of  closing. 


«  #  # 
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SENATOR  WOFFORD 
Q  &  A 

q:    On*  problem  with  the  504  Program  seems  to  be  that  the 

Interest  rate  to  be  paid  by  the  borrower  is  not  determinable 
iintil  after  closing.   Is  there  any  way  to  improve  the 
program  so  that  the  interest  rate  on  the  borrower's 
obligation  is  fixed  at  the  time  the  loan  is  committed  by  the 
8BA? 

A:    The  SBA  has  explored  this  issue  but  the  cost  to  the  borrower 
of  a  "forward  commitment"  from  the  underwriters  is 
prohibitive.   Also,  the  underwriters  would  expect  payment  at 
the  time  a  commitment  is  made,  which  is  also  the  time  when  a 
borrower  is  usually  least  al?le  to  increase  cash  outlays. 

Q:    How  long  on  average  does  it  take  the  SBA  to  process  504 
Program  applications? 

A:    On  average  it  takes  7-10  days  once  a  complete  application  is 
received  by  a  field  office.   In  offices  with  staffing 
shortages  it  may  take  as  long  as  25-30  days. 

Q;    How  much  does  it  cost  small  businesses  on  average  to 
complete  the  504  Program  application  process? 

A:   The  cost  of  a  loan  application  to  any  borrower  is  dependent 
on  that  specific  borrower's  circumstances.   Borrowers  who 
have  accountants  and  attorneys  on  retainer  can  opt  to  use 
their  services  as  much  as  possible.   Other  factors  include 
the  complexity  of  the  business  and  the  project.   SBA  does 
not  require  or  encourage  borrowers  to  hire  anyone  to  provide 
assistance.   The  CDC  is  responsible  for  preparing  the  loan 
application  and  processing  it  through  SBA.   For  that 
service,  it  receives  a  1  1/2  percent  processing  fee. 

Q:   What  plans  does  the  SBA  have  to  streamline  the  application 
process? 

A:    The  SBA  is  embarking  on  the  process  of  "Reinventing  504". 

This  involves  streamlining  the  documents  and  processes,  and 
redistributing  the  work  load  to  make  the  most  efficient  use 
of  SBA  staff  and  other  resources.   The  SBA  is  going  to  make 
the  Accredited  Lender  Program  pilot  permanent.   We  have 
proposed  legislation  which  would  allow  us  to  experiment  with 
a  select  Lender  Program  (SLP)  which  would  be  analogous  to 
the  Preferred  Lender  Program  in  7(a).   SLP  designation  would 
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provide  for  more  authority  to  be  delegated  to  high  volume 
experienced  CDCs.   The  Agency  is  also  planning  a  pilot  that 
will  relieve  the  SBA  legal  staff  of  some  of  the  more 
burdensome  parts  of  the  closing  process. 

Q:    I've  received  complaints  that  the  504  program  is  expensive 
to  administer  because  it  requires  two  separate  real  estate 
closings,  the  first  with  the  bank  and  the  second  with  the 
SBA.   How  cam  this  problem  be  remedied? 

A:    It  is  not  necessary  to  have  two  real  estate  closings.   In 
many  cases,  the  project  can  be  closed  with  the  permanent 
private  lender  also  providing  the  interim  financing.   When 
the  project  is  completed  and  the  debenture  is  sold,  the 
interim  financing  is  repaid  and  the  CDC/SBA  lien  position  is 
established. 


Q:   What  plans  does  the  SBA  have  to  better  market  the  504 

Program  and  to  better  coordinate  the  use  of  the  program  with 
the  7(a)  Program? 

A:    As  a  matter  of  policy,  the  SBA  encourages  eligible  real 

estate  transactions  to  use  the  504  program.   Because  of  the 
lower  subsidy  rate,  this  is  the  most  efficient  use  of  SBA 
resources.   There  are  many  examples  of  financings  where  the 
7(a)  Program  is  used  to  fund  working  capital  for  a  business 
receiving  a  504  loan  for  real  estate.   Most  active  CDCs  work 
with  their  local  banks  to  offer  both  504  and  7(a)  loans. 
Better  marketing  will  also  result  from  active  CDCs  expanding 
into  areas  now  underserved. 


It  has  come  to  my  attention  that  the  SBA  is  in  the  process 
of  decertifying  those  Certified  Development  Companies  for 
being  inactive.   Evidently,  a  CDC  is  being  deemed  inactive 
if  it  has  made  fewer  than  four  loans  in  the  prior  two  years. 
I  agree  that  a  CDC  should  be  decertified  if  it  is  not  doing 
all  it  can  to  promote  utilization  of  the  504  progrtun. 
However,  I'm  concerned  that  the  lack  of  loan  activity  may  be 
due  to  problems  with  the  504  Progrzun.   Does  the  SBA's 
procedures  for  decertifying  CDCs  take  into  account  the 
possibility  that  the  lack  of  loan  activity  may  be  due  to 
problems  with  the  504  Progrzun  itself? 

For  every  CDC  that  is  being  converted  to  ADC  status,  there 
are  3  CDCs  that  met  the  minimum  activity  requirement.   After 
several  years  of  experience  with  the  CDC  program  we've  found 
that  CDCs  are  either  active  in  the  504  program  or  they  have 
not  reached  their  potential  to  effectively  deliver  the 
program.   Ineffective  delivery  is  not  advantageous  for  the 
business  community  because  the  existence  of  an  underactive 
CDC  generally  precludes  other,  more  active,  CDCs  from 
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servicing  that  area.   Nationally,  the  program  is  very 
successful.  Most  inactive  organizations  are  those  that  have 
not  committed  to  hire  full  time  staff  to  market  and  process 
504  loans.   Businesses  in  those  areas  do  not  receive  the 
full  benefit  of  the  program.   Additionally,  inadequate  loan 
servicing  assistance  is  a  problem  for  those  borrowers  who  do 
receive  a  loan. 

If  the  8BA  proceeds  with  decertifying  a  CDC,  what  steps  will 
the  8BA  take  to  insure  that  the  local  business  oonmunity 
previously  served  by  the  CDC  will  continue  to  have  access  to 
the  504  Program? 

In  the  process  of  conveirting  inactive  CDCs  to  Associate 
Development  Company  status,  the  SBA's  goal  is  to  encourage 
active  CDCs  to  develop  in  underserved  markets.   In  addition, 
the  Administrator  has  negotiated  ambitious  504  goals  for  the 
Philadelphia  and  Pittsburgh  District  offices.   To  achieve 
these  goals,  the  field  offices  will  have  to  become  more 
proactive  in  working  with  CDCs  to  increase  504  activity. 
Finally,  Chester  County  Small  Business  Assistance  Center  has 
become  active.   SBA  officials  recently  attended  a  meeting 
that  also  included  a  number  of  bank  representatives.   The 
Agency  hopes  this  is  a  model  for  the  state. 
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Responses   of   Ken  Lueckenotte 
503  LOANS 

1.  The  503  borrowers  affected  by  the  high  prepayment  penalty  in  the  503  program  generally  fall 
into  two  groups.  The  first  are  the  extreme  hardship  cases  where  prepayment  is  necessary 
because  of  family  or  personal  circumstances,  such  as  the  death  or  poor  health  of  a  business 
owner  or  partner.  In  such  cases,  inability  to  raise  sufficient  cash  to  prepay  a  loan  may  result  in 
loss  of  the  business,  or  substantial  decline  in  its  ability  to  continue  to  make  high  monthly 
payments. 

The  second  group  consists  of  those  business  owners  who  have  been  prevented  from  debt 
restructuring  during  a  period  of  extremely  low  interest  rates,  in  both  government  guaranty 
programs  such  as  504  and  commercial  bank  loan  programs.  Many  of  these  borrowers  could 
expand  their  businesses  if  they  were  able  to  put  more  capital  into  their  firms,  rather  than 
continuing  to  pay  high  interest  rates.  These  actions  would  likely  result  in  creation  of  many 
new  jobs  by  healthy  small  businesses. 

2.  SB  A  staff  has  informed  NADCO  that,  based  on  April,  1994  interest  rates,  approximately  $90 
million  would  be  required  to  allow  every  503  borrower  to  prepay  their  outstanding  balance. 

3.  NADCO  believes  that  a  fixed  percentage  prepayment  penalty,  when  added  to  the 
Administration's  proposed  $30  million  in  relief)  will  stretch  the  fiinds  available  to  pay  off  the 
Federal  Financing  Bank.  This  will  allow  many  more  borrowers  to  pay  off  their  old  503  loans 
completely,  or  to  refinance  the  outstanding  balance  through  a  bank  or  a  new  504  loan. 

For  example,  if  the  unpaid  balance  of  the  loans  of  those  borrowers  who  might  be 
accommodated  under  the  Administration's  $30  million  pool  were  $150  million  (a  rough 
estimate  based  on  current  market  rates),  a  7%  prepayment  fee  would  add  over  $10  million  to 
supplement  this  pool  and  stretch  the  coverage  ftirther.  The  final  answer  really  depends  on 
how  many  borrowers  take  advantage  of  this  opportunity,  what  their  actual  outstanding  loan 
balances  are,  and  what  the  interest  rate  is  at  the  time  they  actually  prepay.  We  feel  any 
prepayment  plan  will  require  extensive  communication  with  both  borrowers  and  SBA  staff 
charged  with  carrying  out  the  plan. 

4. 

(a)  A  fixed  prepayment  fee  would  not  be  more  or  less  equitable  comparing  borrower  to  borrower. 
However,  it  is  clearly  more  equitable  to  the  Federal  government.  AH  of  the  503  borrowers 
received  loans  at  very  favorable  rates  when  those  loans  were  granted.  Additionally,  many  of 
these  borrowers  might  not  have  qualified  for  any  credit  fi-om  commercial  lenders  during  times 
of  tight  credit.  Due  to  the  age  of  these  loans,  under  the  504  prepayment  plan  as  proposed  by 
the  Administration,  most  of  these  borrowers  would  have  no  prepayment  penalty  at  all. 
NADCO  believes  that,  since  borrowers  had  the  advantages  outlined  herein,  some  prepayment 
should  be  required,  but  not  the  onerous  penalty  now  required  by  the  FFB. 
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(b)  The  entire  prepayment  penalty  amount  would  be  paid  to  SBA.  NADCO  proposes  that  these 
monies  be  strictly  allocated  to  stretching  the  pool  of  funds  used  to  provide  relief  to  additional 
503  borrowers.  The  ultimate  recipient  of  all  these  funds  would  be  the  Federal  Financing 
Bank. 

(c)  NADCO  reviewed  the  Colson  Services  report  which  shows  the  amount  of  cash  reserves  for 
each  borrower  (this  was  done  by  one  CDC  with  a  very  large,  representative  loan  portfolio). 
On  average,  it  appears  that  most  borrowers  have  a  balance  in  their  reserve  account  of  about 
7%.  Thus,  most  borrowers  would  not  be  required  to  come  up  with  additional  cash,  but  could 
simply  use  the  funds  sitting  in  this  escrow  account. 


PARTICIPATION  OF  TREASURY 

& 
THE  FEDERAL  FINANCING  BANK  fFFB) 

1. 

(a)  The  private  sector  approach  to  funding  of  the  504  program  is  working  very  well.  As  shown 
by  the  graph  attached,  rate  levels  and  spreads  over  comparable  Treasury  bonds  have 
continued  to  decline.  A  further  comparison  with  GNMA  securities  reveals  that  the  504  issues, 
even  though  significantly  smaller  in  dollar  volume,  have  been  consistently  lower  in  price  for 
the  small  business  borrower.  We  believe  that  the  FFB  would  charge  a  rate  of  interest 
comparable  to  the  current  private  sector  interest  rates  if  they  were  to  include  a  prepayment 
clause  equivalent  to  today's  504  call  provision. 

Our  underwriting  standards  have  met  the  test  of  the  market  and  must  continue  to  do  so  if  we 
are  to  enjoy  these  low  rates.  In  spite  of  the  Federal  Guarantee,  private  investors  will  not  grant 
the  low  level  of  rates  that  we  have  achieved  if  default  and  prepayment  percentages  are  not 
held  within  commercial  standards.  Thus,  both  borrowers  under  the  504  program  and  the 
government  have  benefited  from  the  private  market  funding  program  implemented  in  1986. 

(b)  Private  underwriters  will  be  distressed  at  the  loss  of  business.  Investors  who  have  become 
used  to  including  these  high  quality  securities  in  their  portfolios  will  have  to  look  elsewhere 
for  new  investments.  Investors  who  hold  504  debentures  today  will  have  a  less  marketable 
security  as  trading  in  the  secondary  market  drys  up  due  to  lack  of  new  supply. 

Those  who  think  beyond  their  own  needs  will  be  distressed  at  the  change  in  government 
philosophy  and  fearful  that  the  days  of  unbridled  and  undisciplined  government  lending 
programs  are  returning,  and  will  likely  be  accompanied  by  massive  increases  in  loan  losses  and 
bureaucracy  growth. 
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504  LOANS 

1 .  Yes.  The  program  is  clearly  not  a  Federal  government  give-away  program.  It  provides  a 
well-balanced  package  of  borrower  capital,  private  lending  and  government  encouragement  of 
small  business  growth  and  job  creation  through  a  historically  inexpensive  program. 

2.  NADCO  supports  the  substantial  increase  in  the  504  loan  authorization  budget  requested  by 
the  Administration  for  FY  95,  96,  &  97    The  commercial  banking  industry  is  returning  to 
commercial  lending  very  slowly,  as  Federal  Reserve  statistics  indicate.  We  believe  the 
availability  of  this  guaranty  program  will  induce  more  banks  and  non-bank  lenders  to  increase 
long  term  lending  to  small  businesses. 

The  CDC  industry  is  already  increasing  its  resources  devoted  to  the  504  loan  program.  This  is 
shown  by  a  rapid  increa<?e  in  CDC  loan  officers  who  are  attending  NADCO  504  training 
courses  to  improve  their  understanding  of  loan  origination,  credit  analysis  and  portfolio 
servicing. 

NADCO  is  concerned,  however,  about  the  capacity  of  the  SB  A  staff  to  meet  the  demands  of 
this  growing  program.  We  are  working  closely  with  the  504  Program  Office  at  SBA  to 
identify  areas  of  potential  improvement  in  the  processing  of  504  loan  packages,  as  well  as  on- 
going servicing  of  the  504  loan  portfolio.  Our  initial  report  to  SBA  on  "Re-inventing  504"  has 
abeady  been  proNided  to  the  agency,  and  is  being  sent  to  Congressional  Small  Business 
Committee  staff  members  for  their  information.  We  believe  these  recomjnended  changes  must 
be  implemented  quickly  if  the  agency  is  to  process  eflSciently  a  rapidly  increasing  number  of 
new  loan  packages  without  reducing  overall  loan  quality. 

3.  SBA  cannot  and  will  not  overspend  its  authorized  and  appropriated  funds  for  FY  94    With 
the  approval  of  Appropriations  Subcommittee  chairmaii,  the  agency  has  shifted  available  funds 
from  FY  94  fourth  quarter  to  the  first  three  quarters  in  order  to  meet  demand  for  504  loans 
The  Administration  has  proposed  that  Congress  allow  SBA  to  reprograra  other  appropriated 
and  unused  funds  to  meet  fourth  quarter  loan  demand  for  504.  Such  action,  if  approved,  will 
not  increase  the  budget  of  the  agency  for  this  fiscal  year  as  no  additional  SBA  fiinds  are 
required. 

However,  we  urge  the  Congressional  Small  Business  Committees  to  approve  an  authorization 
increase  for  FY  94.  The  504  program  has  long  been  one  of  the  best  job  creation  programs 
available  through  the  Federal  government.  It  continues  to  provide  long  term  capital  for 
growing  small  businesses  that  are  5iill  being  shut  out  of  traditional  commercial  banking 
lending  programs  due  to  the  perception  of  higher  risk. 

The  justification  for  shifting  appropriated  funds  to  the  504  program  can  be  seen  in  the  subsidy 
cost  per  job:  less  than  $50  in  subsidy  creates  one  new  job  in  a  healthy,  creditworthy  small 
business.  As  both  Senators  Dale  Bumpers  and  Mark  Hatfield  agreed  during  the  recent  SBA 
budget  hearing,  the  cost^enefit  of  this  program  is  extremely  positive  for  the  American  small 
business  and  their  employees. 
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May  10,  1994 


The  Honorable  Dale  Bumpers 

Chairman 

Senate  Small  Business  Committee 

428A  Russell  Senate  Office  Building 

Washington,  D.C.   20510 

Dear  Mr.  Chairman: 

Following  is  a  response  to  the  questions  raised  by  your  staff  on  the  disposition  of  the  fees 
collected  and  the  float  income  earned  on  the  Small  Business  Administration's  503/504  program. 
It  is  my  understanding  this  information  may  be  of  use  in  the  hearings  to  be  held  on  May  17. 

A  brief  description  of  the  fees  and  the  dates  they  became  effective  is  attached.  Fees  identified 
as  A  through  D  were  in  place  prior  to  Colson  Services  Corp.  becoming  the  Central  Servicing 
Agent.   Fees  identified  as  E  and  F  are  those  currently  in  effect  with  Colson. 

It  should  be  noted  that  the  Loan  Initiation  Fee  charged  by  Colson  is  88%  less  than  what  the 
previous  ser/icing  agent  was  charging  (1/32  vs  1/4  of  one  percent).  It  should  also  be  noted  that, 
while  the  504  monthly  ser\'icing  fee  of  1/10  of  one  percent  has  not  changed  for  the  borrower, 
the  previous  servicing  agent  retained  the  entire  fee  while  Colson  shares  it  with  the  SBA 
according  to  the  following  table. 

Fees: 

DATE  COLSON'S  SHARE      SBA'S  SHARE 

Those  loans  originated 

prior  to  5/29/91  32.5%  of  the  fee  67.5%  of  the  fee 

Those  loans  originated 

after  5/29/92  46.9%  of  the  fee  53. 1  %  of  the  fee 

Float: 

The  Float  income  earned  on  the  503  funds,  while  they  are  on  deposit  at  Colson,  is  credited  to 
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the  borrowers'  escrow  account  on  a  monthly  basis.  A  quarterly  report  titled  Individual  Borrower 
Activity  Report,  reflecting  all  escrow  account  earnings  is  mailed  to  borrowers  for  their 
information. 

The  Float  income  earned  on  the  504  funds,  while  they  are  on  deposit  at  Colson,  is  distributed 
semi-annually  to  the  CDC's  whose  borrowers  remitted  those  funds  on  a  pro  rata  basis. 

Colson  does  not  receive  any  benefit  of  interest  earned  on  503/504  funds. 

If  you  have  any  questions,  please  call. 

Very  truly  yours, 

Peter  Del  Col 
President 

PD/esg 
Attachment 
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503/504  PROGRAM  FEES 

A.  503  Loans  Funded  Prior  to  8/86. 

A  monthly  servicing  fee  equal  to  one  eighth  of  one  percent  per  annum  computed  on  the 
unpaid  balance  of  the  loan  for  the  period  ending  at  the  fifth  anniversary  of  the  loan's  inception 
and  one  sixteenth  of  one  percent  per  annum  on  the  unpaid  balance  of  the  loan  thereafter.  All 
of  these  loans  are  currently  at  the  one  sixteenth  rate. 

B.  503  Loans  Funded  8/86  or  Later. 

A  monthly  servicing  fee  equal  to  one  eighth  of  one  percent  per  annum  on  the  original 
amount  of  the  note  for  the  first  five  years  of  the  term.  Tnereafter,  one  sixteenth  of  one  percent 
per  annum  on  the  outstanding  balance  determined  at  five  year  anniversary  intervals  at  the 
beginning  of  such  interval.  The  last  of  these  loans  will  change  to  the  one  sixteenth  rate  as  of 
July  1,  1994. 

C.  504  Loans  Sold  Prior  to  9/28/88. 

A  monthly  servicing  fee  equal  to  one  tenth  of  one  percent  per  annum  on  the  balance  of 
the  Note,  such  balance  to  be  determined  at  five  year  anniversary  intervals  at  the  beginning  of 
such  interval. 

D.  504  Loans  Approved  Prior  to  9/28/88  But  Funded  After  9/28/88. 

An  initiation  fee  equal  to  one  quarter  of  one  percent  of  the  debenture  balance  deducted 
from  the  debenture  balance  and  a  monthly  servicing  fee  equal  to  one  tenth  of  one  percent  per 
annum  on  the  balance  of  the  Note,  such  balance  to  be  determined  at  five  year  aimiversary 
intervals  at  the  beginning  of  such  interval. 

E.  504  Loans  Approved  After  9/27/88  But  Before  5/29/91. 

An  initiation  fee  equal  to  one  thirty  second  of  one  percent  of  the  debenture  balance 
deducted  from  the  debenture  balance  and  a  monthly  servicing  fee  equal  to  one  tenth  of  one 
percent  per  annum  on  the  balance  of  the  Note,  such  balance  to  be  determined  at  five  year 
anniversary  intervals  at  the  beginning  of  such  interval. 

Note  that  Colson  receives  32.5%  and  the  SBA  receives  67.5%  of  the  one  tenth  of  one 
percent  per  annum  monthly  servicing  charge. 

F.  504  Loans  Approved  After  5/28/91. 

An  initiation  fee  equal  to  one  thirty  second  of  one  percent  of  the  debenture  balance 
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deducted  from  the  debenture  balance  and  a  monthly  servicing  fee  equal  to  one  tenth  of  one 
percent  per  annum  on  the  balance  of  the  Note,  such  balance  to  be  determined  at  five  year 
anniversary  intervals  at  the  beginning  of  such  interval. 

Note  that  Colson  receives  46.875%  and  the  SBA  receives  53.125%  of  the  one  tenth  of 
one  percent  per  annum  monthly  servicing  charge. 
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